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Preface

There is a new trend in employer-provided health care. The trend is “con
sumer-directed health plans,” where more of the decisions on how to spend
health care dollars are placed in the hands of the employee, rather than with
the employer or insurance company. By placing the decision of which medical
services to purchase with the employee (and his or her health care profes
sional), the employee will become a much wiser consumer of medical services.
This is part of an overall push to help rein in the rising costs of health care
and health insurance. This is an important goal, since we know that an in
crease in the costs of health insurance means a decrease in the number of
people covered by insurance. As an added attraction, the lower costs associ
ated with consumer-directed health plans will provide more coverage options
for individuals looking to purchase health insurance outside of the employ
ment context.

The enactment of the Health Savings Accounts (HSA) provisions as part
of the Medicare Modernization Act in 2003 was an important part of this
trend toward consumer-directed health plans. President George W. Bush was
very supportive of including HSAs in this important legislation, which mod
ernized Medicare by adding a prescription drug feature to the Medicare pro
gram. The HSA provision in the Medicare Modernization Act was an impor
tant reason for many in Congress to vote for the bill. All expressed concern
about rising health care costs and believed that making HSAs available to all
Americans would help address those rising health care costs.
A key component in developing cost-consciousness in medical spending is
understanding how the medical insurance operates. Traditional health insur
ance pays for everything once a deductible is met, usually requiring some sort
of co-pay with each visit or prescription drug. With Health Maintenance Or
ganizations (HMOs), costs are contained by having the HMO limit the health
care professionals and procedures that are paid for by the HMO. With HSAs,
there is the requirement that the HSA owner participate in a high deductible
health plan before he or she can contribute to the HSA, and the maximum
amount of the HSA contribution cannot exceed the deductible amount under
the high deductible health plan. It is with HSAs and high deductible health
plans that the highest degree of cost-consciousness in health care spending by
the consumer is achieved.

High deductible health insurance is also less expensive than traditional
health insurance and HMO coverage. That is because it only insures major
catastrophic health care expenses. High deductible health insurance operates
more like other types of insurance—such as automobile insurance or home
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owners insurance. These types of insurance only make payments when some
thing major happens—such as an automobile accident or a house fire. Tradi
tional health insurance generally starts paying claims for medical care,
whether routine or not, after a low deductible is reached. This is like having
automobile insurance pay for changing your car’s oil, in addition to providing
collision and liability coverage. Because these routine medical expenses are
covered under traditional health insurance, the cost of such coverage is higher
than the cost of high deductible health insurance coverage. With high de
ductible health insurance, those health care costs below the high deductible
amount would be paid for by the individual either directly out of the individ
ual’s own pocket or indirectly out of the individual’s pocket through his or her
HSA.
Congress and the Bush administration believed that the use of a high de
ductible health plan would result in more cost-conscious decisions by consum
ers, since routine health care expenses would be paid directly or indirectly by
the consumer of the health care. Therefore there are two ways that high de
ductible health insurance reduces costs: the premium for such insurance is
lower and there is more careful health spending.

Another important change is that using the HSA with high deductible
health insurance provides a tax-effective way to pay for those medical costs
that are below the deductible, since any contributions made to the HSA (that
meet the contribution limits) will be fully deductible by the HSA owner. Com
pare that to the itemized deduction for other health care expenses that an in
dividual pays for himself or herself. Given the restrictions on the amount of
medical deduction (amounts over 71/2 percent of adjusted gross income), indi
viduals rarely get any tax benefit for paying medical expenses out of pocket.
That is not the case with amounts contributed to an HSA. Clearly, the use of
an HSA to pay for these medical expenses would be better for everyone, no
matter what their tax bracket.
The successful implementation of the HSA legislation was an important
priority of the Bush administration. As the former Benefits Tax Counsel at
the U.S. Department of the Treasury, I was involved in crafting the guidance
to help implement HSAs. Our main objective was to draft guidance, consistent
with the legislation, that would facilitate the offering of qualifying high de
ductible health insurance and the accounts themselves. We asked those indi
viduals in the health care and financial services industry who were consider
ing providing HSAs and high deductible health insurance to tell us what im
portant issues needed to be addressed and the timeline for when such guid
ance would be needed in order to provide a successful rollout of these prod
ucts.
To that end, the Treasury Department and the Internal Revenue Service
issued eight different pieces of guidance by July 2004 that addressed many of
the important issues surrounding HSAs and high deductible health insurance.
In addition, we heard that financial institutions were concerned about the
forms that were needed to establish an HSA. Treasury and the IRS provided
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forms that any financial institution could use for their clients to establish
HSAs.

I’m glad that the authors have written The Adviser's Guide to Health Sav
ings Accounts because it serves as a valuable aid to understanding how HSAs
and high deductible health insurance operates. This book gives you an excel
lent description of all the guidance that the federal government promulgated
regarding HSAs and high deductible health insurance plans.

William F. Sweetnam, Jr.
Groom Law Group
May 2005
Mr. Sweetnam was the Benefits Tax Counsel at the U.S. Department of the
Treasury from April 2001 to February 2005, and was Tax Counsel on the ma
jority staff of the U.S. Senate Committee on Finance from January 1998 to
February 2001.
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Introduction
By Christine L. Keller, Esq.

Groom Law Group

The steadily rising cost of health care and premiums for health cover
age in this country presents an economic challenge for many individu
als, some of whom struggle to maintain coverage, and others who opt to
remain uninsured. In addition, employers of all sizes who have tradi
tionally provided health benefits for their workforces have become con
cerned about their ability to continue to offer such coverage on an af
fordable basis. This was the climate when, in December 2003, Congress
created, as part of the Medicare Prescription Drug, Improvement and
Modernization Act of 2003, a new type of tax-favored savings vehicle
for health expenses known as a Health Savings Account (HSA). This
chapter provides the history of HSAs, including the establishment of
HSAs by Congress and the regulation of HSAs by government agencies,
and explores the pros and cons ofparticipating in an HSA arrange
ment as an individual and offering an HSA arrangement as an em
ployer.

Predecessor to the HSA: The Medical Savings Account
The HSA is based upon and similar to the Archer Medical Savings Account
(MSA) (discussed later), which became available for use by self-employed in
dividuals and employees of small employers (employers with 50 or fewer em
ployees) in 1996. MSAs have not enjoyed widespread use, however, due in
large part to the restriction that prohibits employers with more than 50 em
ployees from making the account available to employees. When MSA legisla
tion was passed, Congress placed a cap on the number of individuals (gener
ally 750,000 taxpayers) who could have an MSA. That number was never
reached.1 In addition, MSAs were set up as a temporary program originally
due to expire in 2000, but Congress has extended that deadline three times.

1 H.R. Conf. Rep. No. 108-391, at 841 (2003).
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Two substantive differences between MSAs and HSAs relate to the de
ductible under the high deductible health plan (HDHP) and the funding of the
account. With respect to the deductible, MSAs have a required upper limit on
the deductible under the HDHP, but HSAs have only a lower Emit. With re
spect to funding, MSAs are not permitted to be funded by both an employer
and employee during the same plan year, or with pretax salary reductions
through an employer’s cafeteria plan. HSAs may be funded by both the em
ployer and the employee during the same plan year, as well as by any other
individual on behalf of the employee. HSAs may also be funded through an
employer’s cafeteria plan on a pretax basis.

Enactment of the HSA Legislation
The years immediately preceding the enactment of the HSA legislation were a
period during which “consumer driven,” or “defined contribution” health plans
emerged, through which employers offered employees a defined amount of
health care dollars to be spent or saved for future use, at the employees’ dis
cretion. These alternative arrangements are touted by proponents as a way to
make costs more predictable and provide incentives to employees to make
wiser health care spending decisions. HSAs are consistent with the consumerdriven philosophy. In addition, HSAs are viewed with favor by many because
of the ability to use amounts in the HSA account for nonmedical purposes.
With the exception of MSAs, existing vehicles for providing such coverage on a
tax-advantaged basis do not allow that flexibility. Finally, because HSAs are
based on MSAs, which have already been enacted, there was precedent for the
approach.

A Method to Reduce Health Care Spending
To participate in an HSA, an individual must be covered by an HDHP. HSA
proponents take the position that participants can save money by participat
ing in an HDHP that generally has lower premiums than a non-HDHP. In
addition, HSA proponents take the position that, if participants are given a
choice to either save money in an HSA account, which can earn interest taxfree, or spend it on medical goods and services, they will confine their spend
ing to only necessary purchases, and will demand lower prices, more value for
their dollar, or both. In contrast, under traditional health plans, the full cost of
a service is not as obvious or important to a participant because he or she
typically is only responsible for the copayment. Thus, HSA proponents argue
that HSAs will reintroduce market forces to the health care system, as well as
allowing savings to accumulate on a tax-free basis to pay for future health
care expenses.

Chapter 1: Introduction
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Other Defined Contribution or Consumer
Driven Health Accounts
Health Reimbursement Arrangements (HRAs), Health Care Flexible Spend
ing Arrangements (FSAs), and Archer MSAs are considered defined contribu
tion or consumer driven because all these arrangements allow employees to
decide how the dollars credited or deposited to the account are spent.2
All these vehicles share a common purpose of making dollars available on
a tax-advantaged basis for reimbursement of medical expenses. However,
there are differences in the way these accounts are required to be structured
under federal law. Main differences between an HSA, HRA, and FSA include
the following:

•

An HSA is the only arrangement of the three that must be accompa
nied by a HDHP. An HSA is also the only arrangement of the three for
which amounts in the HSA account may be used for nonmedical pur
poses (although this will require inclusion for income tax purposes and
may result in a 10 percent additional tax).

•

An FSA is the only arrangement of these in which amounts that are
unused at the end of the plan year must be forfeited.

•

An HRA is the only arrangement of these that must be paid for solely
by the employer—and salary reduction contributions are prohibited.

See Appendix B for a detailed comparison of HRAs, FSAs, and HSAs.

Federal Regulation of HSAs
HSAs are governed by Internal Revenue Code Section 223 and are therefore
regulated by the Internal Revenue Service. An HSA is also subject to prohib
ited transaction rules under Code Section 4975, which are regulated by the
Department of Labor (DOL). Under Reorganization Plan No. 4 of 1978, 43
Fed. Reg. 47713 (Oct. 17,1978), the authority of the Secretary of the Treasury
to issue rulings under Code Section 4975 has been transferred, with certain
exceptions, to the Secretary of Labor. The DOL also regulates whether a par
ticular HSA is subject to the Employee Retirement Income Security Act of
1974 (ERISA) (see Chapter 8). Finally, to the extent that an HSA invests in
securities, or is considered a security itself, the Securities and Exchange
Commission (SEC) will regulate (see Chapter 8).

2 IRS Notice 2002-45, Rev. Rul. 2002-41, IRC §§ 106(c), 220; Prop. Treas. Reg. § 1.125-2, Q&A-7.
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State Regulation of HSAs
A state may regulate an HSA for state income tax purposes, and to the extent
that the HSA is not considered an ERISA plan, state trust law will apply to
the HSA. In addition, states may regulate insured HDHPs that accompany
the HSAs. ERISA preemption generally precludes a state from regulating a
self-funded health plan (see Chapter 8).

Federal Agency Guidance on HSAs
The IRS has issued a number of items of guidance in the relatively short pe
riod of time since HSAs have been enacted. Most of this guidance is in the
form of Revenue Rulings and Notices, with Questions and Answers, and some
guidance provides transitional relief. In addition, the IRS has issued new tax
forms and instructions, and Publication 969 describing HSA rules. The DOL
has issued a Field Assistance Bulletin and an Advisory Opinion. The SEC has
not issued any guidance.

The IRS and HSAs
Two factors likely motivated the IRS to publish guidance quickly. First, the
statute had an extremely short effective date. The statute was signed into law
on December 8, 2003, and the HSA provisions were effective less than a
month later, on January 1, 2004. Second, issuing guidance to facilitate HSAs
was a high priority of the Bush administration. The IRS indicated in public
meetings held shortly after HSAs were enacted that the agency was inter
ested in helping employers clarify outstanding issues as soon as possible, to
facilitate the ability of employers to offer HSAs as part of their array of bene
fits. During the period that the guidance was being drafted, the IRS requested
and received numerous comments from the public.

Commentators to the IRS were concerned about numerous issues, in
cluding the following:

•

The ability of HSA participants to continue to participate in health
FSAs and HRAs (addressed in Notice 2004-45, 2004-28IRB 1);

•

The ability of HSA participants to receive prescription drug coverage
before the deductible under the HDHP is satisfied (addressed in
Revenue Ruling 2004-38, 2004-15 IRB 717, and Revenue Procedure
2004-22, 2004-15 IRB 727);

•

The definition of preventive care, which Congress did not define in the
HSA legislation. The definition is significant because any item that is
considered preventive care may be covered under the HDHP before
the deductible is satisfied3;

3 Addressed in Notice 2004-23, 2004-15 IRB 725.
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•

The application of the HSA nondiscrimination rules, and whether the
rules would prohibit employers from making matching contributions
or incentive payments to the HSAs of employees (addressed in Notice
2004-50, Q&As 46; 47, 2004-33 IRB 196);

•

State laws that mandate that health insurance policies provide par
ticular benefits, which could preclude an individual in a particular
state from participating in an HDHP that satisfies applicable federal
rules (addressed in Notice 2004-43, 2004-27 IRB 1); and

•

The ability of employers to restrict the use of the HSA account to
medical expenses and to recoup amounts paid into the HSA of an em
ployee who terminates employment (addressed in Notice 2004-50,
Q&As 79 and 82,2004-33 IRB 196, respectively).

Availability of HSAs in the Marketplace
HSAs offered with individual HDHPs were offered effective January 1, 2004,
by a few companies, many of whom had previously offered MSAs. HSAs with
group HDHPs were not widely available on January 1, 2004, primarily be
cause most existing HDHPs offered on the group market had to be modified to
comply with the requirements under the HSA legislation. For example, many
HDHPs offered on the group market were structured to provide prescription
drug coverage before the deductible was satisfied. These products have been
modified and many group health insurers offered HSAs and HDHPs that sat
isfied the requirements under the HSA legislation effective January 1, 2005.

HSA Trustee/Custodian Services
There are companies that offer services as HSA trustees or custodians only.
The number of HSA trustees/custodians has been growing steadily since the
HSA legislation passed. The Treasury Department Web site contains a link to
a site that contains lists of HSA insurers and trustees (www.HSAinsider.org).
To be an HSA trustee, a company must be a bank, an insurance company, or a
non-bank trustee (see Chapter 7). The IRS publishes a list of companies that
are approved as non-bank trustees each year.4

HSAs and Retiree Health
It is unlikely that, for the majority of individuals, the HSA will serve as an ef
fective vehicle to set aside funds for retiree health. Although it is possible that
funds in an HSA will accumulate and be available for use in retirement, the
fact that an individual must generally give up all other health coverage except

4 Ann 2004-72,2004-41 IRB 650.
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for HDHP coverage makes it likely that a large portion of the amount depos
ited to the HSA will be used by the HSA account owner to pay his or her
medical expenses each year. This will not be true for individuals who are able
to use other assets for ongoing health expenses, allowing the amounts in the
HSA to accumulate. However, for many individuals, the amount remaining in
the HSA upon retirement may not be significant.

Advantages of HSA Participation
Individual Perspective
From an individual’s perspective, advantages of HSA participation include the
following:
1.

Reduced premiums for health coverage (cost of HDHP coverage will be
lower than non-HDHP coverage);

2.

More control over medical spending; and

3.

Ability to set aside money for future use on a tax-favored basis.

Employer Perspective
From an employer’s perspective, offering an HSA option gives the employer a
more predictable financial obligation, as well as the opportunity to restructure
cost-sharing between the employer and employees. For some employers, par
ticularly small ones, an HSA may provide the opportunity to offer a health
plan to employees for the first time. Other employers have the ability to offer
the HSA as an additional medical coverage option. In addition, an HSA, which
is a defined contribution approach to health care rather than a defined benefit
approach, may bring an employer’s health plans in line with changes that
have already been made to the employer’s retirement plans. Finally, as noted
above, the premium for an HDHP is generally lower than for a non-HDHP,
which will result in a cost savings to the employer, to the extent the employer
contributes to this cost.

Disadvantages of HSA Participation
Individual Perspective
An HSA participant who is not used to participating in an HDHP may not feel
that he or she has adequate coverage, particularly if the participant is respon
sible for paying all costs below the deductible from his or her own funds or
from the HSA. However, HDHPs are permitted to offer preventive care cover
age before the deductible is satisfied, so a participant in an HDHP with gen
erous preventive care coverage may view the coverage level as adequate. An
HSA participant may also dislike the fact that, if medical expenses are in
curred before money is set aside in the HSA for the year, he or she will be re
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quired to pay those expenses out-of-pocket. Finally, if there are significant
medical expenses, it is unlikely that any HSA money will be available to carry
over from year to year that could be used for retiree medical or nonmedical
expenses, eliminating one of the primary advantages of HSA participation.

Employer Perspective
Employees may view an HSA offering as a cutback of existing benefits, par
ticularly if the employer does not contribute to the HSA on behalf of employ
ees. This is unlikely to be the case if the employer offers an HSA as part of its
array of existing benefits, however. In addition, the employer will have to in
vest administrative resources to implement an HSA option and to educate
human resources personnel regarding the benefit. Finally, an employer may
offer an HSA option only to discover that the majority of the workforce prefers
to maintain existing coverage and is unwilling to switch.

Factors to Consider Before Enrolling in and Offering an HSA
Individual Perspective
Factors that an individual should consider include the following:
1.

The anticipated level of medical expenses for the year;

2.

The likelihood that such expenses will be covered under a particular
HDHP; and

3.

The level of resources available to the individual to pay for expenses
before the deductible is satisfied.

Employer Perspective
Before offering an HSA with HDHP coverage, an employer should consider
what proportion of its workforce is likely to be receptive to HSAs, and the level
of resources it wishes to devote to facilitating an HSA arrangement. Employ
ers who wish to assist employees in establishing HSAs essentially have two
options:
1.

Offer an HDHP that satisfies the HSA requirements and leave it up to
employees to establish HSAs on their own; or

2.

Offer an HDHP/HSA package, which allows employees one-stop shop
ping. Also, the employer will have to decide whether to give the flexi
bility to employees to make HSA contributions on a pretax basis
through the employer’s cafeteria plan during the year rather than con
tributions on an after-tax basis with an accompanying deduction on
the individual’s tax return.
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Potential Consequences of Failing to
Follow Applicable HSA Rules
It is important for individuals to become familiar with the rules that apply to
HSAs to avoid adverse income tax consequences. An individual who does not
maintain adequate records of medical expenditures may be required to pay in
come tax and a 10 percent additional tax on amounts distributed from the
HSA. In contrast to FSAs and HRAs, HSA account owners are required to
maintain their own records of medical expenditures and do not submit claims
for approval. Thus, on audit, an individual would be required to prove that the
level of medical expenses matched those on the tax return (Form 1040 and
Form 8889) filed. In addition, if an individual makes excess contributions to
an HSA for a given year and fails to withdraw those contributions by April 15
of the following year, he or she will be subject to a 6 percent excise tax on the
excess contributions.

Similarly, employers should become familiar with applicable rules to avoid
potential excise taxes and penalties. An employer who fails to make compara
ble contributions to the HSAs of employees may be required to pay an excise
tax in the amount of 35 percent of the aggregate amount contributed by the
employer to the HSAs of employees for the year (as discussed later). In addi
tion, an employer who excludes HSA contributions from employees’ wages
without following applicable IRS guidance, or who violates cafeteria plan non
discrimination rules, may be responsible for paying employment taxes and
penalties. Finally, an employer could also be found in violation of ERISA
rules, which could generate DOL civil penalties, or participant lawsuits (see
Chapter 8).
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2
HSAs in General

This chapter introduces the concept of Health Savings Accounts
(HSAs) under the Internal Revenue Code. Eligibility rules for estab
lishing an HSA and the new definition of the term dependent are dis
cussed. This chapter also introduces the term qualified medical ex
pense. Individuals who have a high deductible health plan (HDHP)
and satisfy the other eligibility rules (discussed later) are referred to as
eligible individuals.
Only an eligible individual may make and receive an HSA contribu
tion. However, an individual does not have to be an eligible individual
to receive a tax-free distribution. Distributions from HSAs are more
fully discussed in Chapter 6.

The advantages and disadvantages of HSAs are also included in this
chapter. HDHPs are more fully discussed in Chapter 3, and the HSA
contribution limits are explained in Chapter 4.

General Rules
An HSA is a trust or custodial account created or organized in the United
States exclusively for the purpose of paying the qualified medical expenses of
the account owner. The written governing instrument creating the trust or
custodial account must meet all the following requirements.1
1.

Regular HSA contributions must be made in cash, although there is
an exception for rollovers and trustee-to-trustee transfers2 (see Chap
ter 5).

1 IRC § 223(d)(1).
2 IRC § 223(d)(l)(A)(i); Notice 2004-50, Q&A 73,2004-33 IRB 196.
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2.

Regular HSA contributions made for a taxable year may not exceed
100 percent of the highest annual deductible amount under the eligi
ble individual’s HDHP for such year.

3.

For 2005, the maximum contribution is the sum of the monthly allow
able amounts for each month the account owner is an eligible individ
ual, up to a maximum of $2,650 ($2,600 for 2004) for individual cover
age or $5,250 ($5,150 for 2004) for family coverage.3

Tip: Although the annual amount is computed on a monthly basis, there
is no actual monthly limit.
4.

The HSA trustee (or custodian) must be a bank, as defined in Internal
Revenue Code Section 408(n), an insurance company as defined in
Code Section 816, or an IRS-approved “non-bank” trustee.4

Note. Financial organizations that are authorized to serve as trustee or
custodian for an individual retirement account (IRA) are automatically per
mitted to serve as trustee or custodian for an HSA without additional ap
proval by the IRS.5 An HSA is a new type of financial product and can be of
fered by various types of financial organizations that qualify as an HSA trus
tee or custodian (see Chapter 6).
5.

No part of the HSA assets may be invested in life insurance con
tracts.6

6.

The balance in the participant’s HSA account must be nonforfeitable.7

7.

The assets of the trust may not be commingled with other property
except in a common trust fund as defined in Treasury Regulations
Section 1.408-2(b)(5)(ii) or common investment fund as defined in
Code Section 584(a)(1).8

Note. Unless these requirements are satisfied, no contributions may be
accepted by the trustee or custodian.9

3 IRC §223(d)(l)(A)(ii).
4 Notice 2004-2, Q&A 9, 2004-2 IRB 269.
5 IRC § 223(d)(1)(B); Notice 2004-2, 2004-2 IRB 269; IRS Ann 2003-54, 2003-40 IRB 761; IRS Ann 2004-72, 2004-41 IRB 650, containing a list
of approved nonbank trustees and custodians.

6 IRC
7 IRC
8 IRC
9 IRC

§ 223(d)(1)(C); Notice 2004-50, Q&A 65,2004-33 IRB 196.
§223(d)(1)(E); Notice 2004-50, Q&A 82,2004-33 IRB 196.
§223(d)(1)(D); Notice 2004-50, Q&A 66, 2004-33 IRB 196.
§223(d)(1)(A).
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Account Beneficiary
The account beneficiary of an HSA is the individual on whose behalf the ac
count was established.10 The IRS model HSA forms (see Chapter 7) use the
term account owner to refer to the account beneficiary.

Effective Date
The HSA rules are generally effective for taxable years beginning after De
cember 31, 2003.11 Thus, the first date that an eligible individual could estab
lish an HSA was on January 1, 2004.12

Eligible Individual for Establishing an HSA
The term eligible individual means, with respect to any month, any individual
who:13

1.

Is covered under an HDHP as of the first day of such month.

2.

Is not covered under any other health plan while being covered by the
HDHP that:

a.

Is not an HDHP; and

b.

Provides coverage for any benefit provided for under the HDHP,
subject to certain exceptions.

3.

Is not enrolled in Medicare (generally, has not reached age 65).

4.

Cannot be claimed as a dependent on another person’s tax return.

To determine if an employee is an eligible individual, the employee’s ac
tual health coverage election is controlling, not the choices offered by the em
ployer.14

However, an individual may be eligible to contribute to an HSA if his or
her spouse has non-HDHP family coverage, provided the spouse’s coverage
does not cover the individual.15

10 IRC §223(d)(3).
11 Section 1201(k) of the Medicare Prescription Drug, Improvement, and Modernization Act of 2003 provides that “The amendments made by
this section [amending sections 62,106,125, 220, 223, 224, 848, 3231, 3306, 3401, 4973, 4975, 6051, and 6693 and enacting section 4980G of
the Code] shall apply to taxable years beginning after December 31,2003.”
12 Notice 2004-2, Q&A 8, 2004-2 IRB 269.
13 IRC §223(c)(1)(A); Notice 2004-2, Q&A 2, 2004-2 IRB 269, as modified by Notice 2004-50, 2004-33 IRB 196, see Effect on Other Documents.
14 Notice 2004-50, Q&A 1,2004-33 IRB 196.
15 Rev. Rul. 2005-25,2005 IRB 18.
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Example 2-1. Sid and Hilda are a married couple and both are age 35.
Throughout 2005, Sid has self-only coverage under an HDHP. Sid has no
other health coverage, is not enrolled in Medicare, and may not be claimed as
a dependent on another taxpayer’s return. Hilda has non-HDHP family cover
age for Hilda and their two dependents, but Sid is excluded from Hilda’s cov
erage. Although Hilda has non-HDHP family coverage, Sid is not covered un
der that health plan. Sid is therefore an eligible individual.
Note. The special rules for married individuals treating both spouses as
having family coverage (see Chapter 4) do not apply because Hilda’s nonHDHP family coverage does not cover Sid. Thus, Sid remains an eligible indi
vidual. However, Sid may not make the catch-up contribution because he is
not age 55 in 2005. Hilda has non-HDHP coverage and is therefore not an eli
gible individual.
Example 2-2. The same facts as in Example 2-1, except that Sid has
HDHP family coverage for Sid and one of their dependents. Hilda has nonHDHP family coverage for Hilda and their other dependent. Sid is excluded
from Hilda’s coverage. Because the non-HDHP family coverage does not cover
Sid, the special rules that treat both spouses as having family coverage do not
affect Sid’s eligibility to make HSA contributions. Hilda has non-HDHP cov
erage and is therefore not an eligible individual.

Example 2-3. Hubert and Jill are a married couple and both are age 35.
Throughout 2005, Hubert has HDHP family coverage for Hubert and their
two dependents. In addition, Jill is not covered under Hubert’s health plan
and has no other health plan coverage. Hubert is eligible to make HSA contri
butions. Because Hubert’s family coverage does not cover Jill, the special rules
do not apply to treat Jill as having family coverage. Nonetheless, Jill has no
health plan coverage and is therefore not an eligible individual.
Distributions from an HSA to pay for qualified medical expenses of the ac
count owner, the account owner’s spouse, or dependents, may be made with
out regard to their status as eligible individuals. Thus, it is not necessary for
an individual to be covered by an HDHP to have his or her qualified medical
expenses reimbursed from an HSA on a tax-free basis.16 However, distribu
tions made for expenses reimbursed by another health plan are not excludable
from income, whether or not the other health plan is a HDHP (see Chapter 6).

Coverage Exceptions
There are two exceptions to the rule that requires that the employee not be
covered under any other non-HDHP:17
1.

Coverage for any benefit provided by “permitted insurance.”

16 Notice 2004-50, Q&A 36,2004-33 IRB 196.
17 IRC §223(c)(2)(3); Notice 2004-2, Q&As 5 and 6, 2004-2 IRB 269; Rev. Rul. 2005-25,2005 IRB 18.
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Coverage, whether through insurance or otherwise, for accidents, dis
ability, dental care, vision care, or long-term care.

See Chapter 3 for more information related to medical plan coverage, in
cluding a description of permitted insurance.

Married Individuals
Although the special rule for married individuals in Code Section 223(b)(5)
generally allows a married couple to divide the maximum HSA contribution
between spouses, if only one spouse is an eligible individual, only that spouse
may contribute to an HSA.18
An HSA may only be established on behalf of one individual. Thus, if a
husband and wife are eligible to contribute to an HSA, they are both eligible
to establish separate HSAs. Only one person may be the account owner of an
HSA.19

Practice Pointer: If both spouses are age 55 or older and they both
want to make catch-up contributions, they must each establish an
HSA.

Where both spouses have family HDHP coverage, but one spouse has
other coverage, the contribution Emits for the spouses vary depending on the
specific circumstances. See the following examples.

Practice Pointer: A married couple’s tax filing status (that is, joint or
separate) does not affect a particular spouse’s contribution.
Example 2-4. Marvin and Marcy, both age 35, are married and have
family HDHP coverage with a $5,000 deductible. Marvin has no other cover
age. Marcy also has self-only coverage with a $200 deductible. Marcy, who has
coverage under a low-deductible plan, is not eligible and cannot contribute to
an HSA. Marvin may contribute $5,000 to an HSA.
Example 2-5. Alvin and Evelyn, both age 35, are married and have fam
ily HDHP coverage with a $5,000 deductible. Alvin has no other coverage.
Evelyn also has self-only HDHP coverage with a $2,000 deductible. Both Alvin
and Evelyn are eligible individuals. Alvin and Evelyn are treated as having
only family coverage. The combined HSA contribution by Alvin and Evelyn
cannot exceed $5,000, to be divided between them by agreement.

18 Notice 2004-50, Q&A 31,2004-33 IRB 196.

19 Notice 2004-50, Q&A 63,2004-33 IRB 196.
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Example 2-6. Jake and Janet, both age 35, are married and have family
HDHP coverage with a $5,000 deductible. Jake has no other coverage. Janet
also is enrolled in Medicare. Janet is not an eligible individual and cannot
contribute to an HSA, but Jake may contribute $5,000 to an HSA.
Example 2-7. Thomas and Yetta are a married couple and both are age
35. Throughout 2005, Thomas has self-only coverage under an HDHP with an
annual deductible of $2,000 (see Chapter 3). Thomas has no other health cov
erage, is not enrolled in Medicare and may not be claimed as a dependent on
another taxpayer’s return. Yetta has non-HDHP family coverage for Yetta
and their two dependents, but Thomas is excluded from Yetta’s coverage. Al
though Yetta has non-HDHP family coverage, Thomas is not covered under
that health plan. Thomas is therefore an eligible individual.

Note. The special rules for married individuals treating both spouses as
having family coverage do not apply because Yetta’s non-HDHP family cover
age does not cover Thomas. Thus, Thomas remains an eligible individual and
may contribute up to $2,000 to an HSA (lesser of the HDHP deductible for
self-only coverage or $2,650) for 2005. Thomas may not make the catch-up
contribution because he is not age 55 in 2005. Yetta has non-HDHP coverage
and is therefore not an eligible individual.

Example 2-8. The same facts as in Example 2-7, except that Thomas has
HDHP family coverage for Thomas and one of Thomas’s and Yetta’s depend
ents with an annual deductible of $5,000. Yetta has non-HDHP family cover
age for Yetta and their other dependent. Thomas is excluded from Yetta’s cov
erage. Because the non-HDHP family coverage does not cover Thomas, the
special rules that treat both spouses as having family coverage do not affect
Thomas’s eligibility to make HSA contributions up to Thomas’s annual HSA
contribution limit. Thomas may therefore contribute up to $5,000 to an HSA
(the lesser of the family HDHP deductible or $5,250). Yetta has non-HDHP
coverage and is therefore not an eligible individual.

Example 2-9. Edward and Jill are a married couple and both are age 35.
Throughout 2005, Edward has HDHP family coverage for Edward and their
two dependents with an annual deductible of $5,000. In addition, Jill is not
covered under Edward’s health plan and has no other health plan coverage.
Edward may contribute up to $5,000 to an HSA (the lesser of the family
HDHP deductible or $5,250). Because Edward’s family coverage does not
cover Jill, the special rules do not apply to treat Jill as having family coverage.
Jill has no health plan coverage and is therefore not an eligible individual.
Where both spouses have family coverage, but one spouse has other cov
erage, the contribution limits for the spouses vary depending on the specific
circumstances. See the following examples.
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Example 2-10. Kenny and Kirsten, both age 35, are married and have
family HDHP coverage with a $5,000 deductible. Kenny has no other cover
age. Kirsten also has family HDHP coverage with a $3,000 deductible. Both
Kenny and Kirsten are eligible individuals. Kenny and Kirsten are treated as
having family HDHP coverage with the lowest annual deductible ($3,000).
Thus, the maximum combined HSA contribution by Kenny and Kirsten is
$3,000, to be divided between them by agreement.
Example 2-11. Pat and Paula, both age 35, are married and have family
HDHP coverage with a $5,000 deductible. Pat has no other coverage. Paula
also has family coverage with a $200 deductible. Pat and Paula are treated as
having family coverage with the lowest annual deductible ($200), which is
below the minimum required deductible amount of $2,000 for 2005. Neither
Pat nor Paula is an eligible individual and neither may contribute to an HSA.
Note. An individual may be eligible to contribute to an HSA if his or her
spouse has non-HDHP family coverage, provided the spouse’s coverage does
not cover the individual.20

U.S. Virgin Islands, Guam, and the Commonwealth of the
Northern Mariana Islands
Bona fide residents of the U.S. Virgin Islands, Guam, and the Commonwealth
of the Northern Mariana Islands may establish HSAs. However, bona fide
residents of Puerto Rico and American Samoa may establish HSAs only after
statutory provisions similar to Code Sections 223 (relating to HSAs) and
106(d) (relating to employer-provided medical expense coverage) are en
acted.21

HDHP Coverage Rules
An eligible individual must have HDHP coverage as of the first day of the
month. An individual with employer-provided HDHP coverage on a payrollby-payroll basis becomes an eligible individual on the first day of the month
on or following the first day of the pay period when HDHP coverage begins.22
Example 2-12. Henry, an employee, begins HDHP coverage on the first
day of a biweekly payroll period, which is August 6, 2005, and continues to be
covered by the HDHP throughout 2005. For purposes of contributing to an
HSA, Henry becomes an eligible individual on September 1, 2005.

20 Rev. Rul. 2005-25, 2005 IRB 18.
21 Notice 2004-50, Q&A 87,2004-33 IRB 196.
22 IRC §223(b)(2); Notice 2004-50, Q&A 11, 2004-33 IRB 196.
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Medicare Eligibility
Individuals who are eligible for Medicare but who are not enrolled in Medicare
Part A or B remain eligible to contribute to an HSA.23
Eligibility for making HSA contributions ends beginning with the month
the HSA owner becomes eligible for and enrolls in either Medicare Part A or
Part B.24 Thus, an otherwise eligible individual who is not actually enrolled in
Medicare Part A or Part B may contribute to an HSA until the month he or
she actually enrolls in Medicare.
Example 2-13. Gail, age 66, is covered under her employer’s HDHP. Al
though Gail is eligible for Medicare, she is not actually entitled to Medicare
because she did not apply for benefits under Medicare (that is, enroll in Medi
care Part A or Part B) If Gail is otherwise an eligible individual, she may con
tribute to an HSA.

Note. Enrollment in Medicare Part A is automatic if a person begins re
ceiving Social Security retirement benefits.
Example 2-14. In August 2005, Thomas attains age 65 and applies for
and begins receiving Social Security benefits. Thomas is automatically en
rolled in Medicare Part A. As of August 1, 2005, Thomas is no longer an eligi
ble individual and may not contribute to an HSA.

Example 2-15. Dorothy turned age 65 in July 2005 and enrolled in Medi
care. Dorothy had self-only coverage under an HDHP with an annual deducti
ble of $1,000. She is eligible for an additional contribution of $600 because of
the catch-up provisions applicable for 2005. Dorothy’s contribution limit for
2005 is $800 ($1,600 / 12 x 6). Dorothy can make contributions for January
through June totaling $800 but cannot make any contributions for July
through December.

Veterans and Active Military Service
Individuals who are eligible for medical benefits through the Department of
Veterans Affairs (VA), who are otherwise eligible for an HSA, may contribute
to the HSA as long as they have not received such medical benefits from the
VA at any time during the preceding three months.25

23 Notice 2004-50, Q&A 2, 2004-33 IRB 196.
24 IRC §223(b)(7); Notice 2004-50, Q&A 2,2004-33 IRB 196.
25 Notice 2004-50, Q&A 5, 2004-33 IRB 196.
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Active-Duty Military With TRICARE Coverage
TRICARE (formerly CHAMPUS) is the U.S. Military Health System’s health
care program for active duty military, active duty service families, retirees
and their families, survivors, and other beneficiaries, as well as Reservists
and National Guardsmen (when they are on active duty). At the time of this
writing, TRICARE did not offer an HDHP option, so an individual would not
be eligible for an HSA.26 Once TRICARE offers an HSA qualified HDHP,
those individuals who select it and are otherwise eligible would be permitted
to make contributions to an HSA. To check the current status of TRICARE
plans, visit www.tricare.osd.mil/.

HSA Establishment and Effective Dates
Although established, an HSA account cannot be effective before the effective
date of the eligible individual’s HDHP coverage. All the paperwork may be
completed and the minimum contribution deposited before the effective date
that HDHP coverage begins. However, the account is not officially effective
until HDHP coverage begins.
In the case of the IRS model forms, “an HSA is established after the form
is fully executed by both the account owner and the trustee” (or custodian).27
Practice Pointer: Completing the necessary steps before HDHP cov
erage begins ensures that the HSA will be “established” as early as
possible. This is especially important when HDHP coverage is effective
on a non-business day.

Note. If HDHP coverage begins on any day other than the first day of the
month, the HSA account cannot be effective any sooner than the first day of
the following month.

Qualified Medical Expenses
Distributions from an HSA used exclusively to pay for qualified medical ex
penses of the account owner, his or her spouse, or dependents are excludable
from gross income (see Chapter 6). In general, amounts in an HSA can be
used for qualified medical expenses and will continue to be excludable from
the account owner’s gross income even if the individual is not currently eligi
ble to make contributions to the HSA.

26 Notice 2004-50, Q&A 6, 2004-33 IRB 196.
27 See Purpose of Form, General Instructions, Form 5305-B, Health Savings Trust Account and Form 5305-C, Health Savings Custodial Ac

count.
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Qualified medical expenses include amounts paid with respect to the ac
count owner, his or her spouse, or dependents for medical care as defined in
Code Section 213(d), provided such amounts are not compensated for by in
surance or otherwise. Qualified medical expenses are more fully discussed in
Chapter 6.

The term medical care includes amounts paid for the diagnosis, cure,
mitigation, treatment, or prevention of disease, or for the purpose of affecting
any structure or function of the body.28 An expenditure that is merely benefi
cial to the general health of an individual, such as an expenditure for a vaca
tion, is not an expenditure for medical care. However, expenditures for “medi
cines and drugs” are expenditures for medical care.

Caution: The qualified medical expenses must be incurred only after
the HSA has been established.29 The IRS granted transitional relief on
this issue for 2004.

Payments for Insurance
Generally, qualified medical expenses shall not include payment for insur
ance. Exceptions to this rule (see also Chapter 6) include coverage under any
of the following:30
1.

A health plan during any period of continuation coverage required
under federal law (Consolidated Omnibus Budget Reconciliation Act);

2.

A qualified long-term care insurance contract as defined in Code Sec
tion 7702B(b);

3.

A health plan during a period in which the individual is receiving un
employment compensation under any federal or state law; or

4.

For individuals over age 65, premiums for Medicare Part A or B,
Medicare HMO, and the employee share of premiums for employersponsored health insurance, including premiums for employersponsored retiree health insurance, but not Medigap premiums.31 For
example, in the case of any account owner who has attained the age
specified in section 1811 of the Social Security Act, any health insur
ance other than a Medicare supplemental policy (as defined in section
1882 of the Social Security Act).

Dependents
The definition of dependent has changed, but the old (pre-2005) definition may
apply for many non-HSA purposes. In some regards, the new definition is

28 IRC § 213(d)(1); Treas. Reg. § 1.213-l(e)(l)(ii).
29 Notice 2004-2, Q&A 26, 2004-2 IRB 269.
30 IRC § 223(d(2)(C)(iii); Notice 2004-2, Q&A 27,2004-2 IRB 2.
31 Notice 2004-2, Q&A 27, 2004-2 IRB 2.
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more restrictive. The more restricted definition of dependent is used for HSA
purposes, whether the HSA is being funded through an employer’s cafeteria
plan or by an employee on his or her own. For purposes of an HSA, section 201
of Working Families Tax Relief Act of 2004 (WFTRA) amended the definition
of dependent in Code Section 152, effective for taxable years beginning after
December 31, 2004. Under the new definition, an individual must be either a
“qualifying child” or a “qualifying relative” to be a dependent.32

Note. Although used for purposes of an HSA, the new “uniform” definition
is not used for all purposes. The new definition was intended apply to the de
pendency exemption, the child credit, the earned income credit, the child and
dependent care credit, and head-of-household filing status, but not to group
health plans—to which prior law was to apply. Because of an apparent techni
cal oversight, an exception for employer-sponsored group heath plans was not
created. Thus, there was some question about whether employees who covered
individuals who did not satisfy the definition of dependent under their com
pany sponsored health plan would have to include the fair market value of
such coverage in their income. However, the IRS came to the rescue in Notice
2004-79 (2004-49 IRB 1), which essentially restores prior law treatment (the
pre-2005 definition) to employer-sponsored group health plans, but not to
HSAs.
Example 2-16. Frank has an HSA and Frank’s employer pays for the ac
companying HDHP that covers Frank and Danny, his son, who is 25 years old
and is therefore not a qualifying child. Danny has gross income of $3,500 for
the calendar year and is therefore not a qualifying relative under the new
definition, even though Frank pays for more than half of Danny’s support for
the calendar year. Taking into account Notice 2004-79, the value of employerprovided coverage under the HDHP for Danny need not be included in Frank’s
gross income because the gross income limitation is waived for employerprovided group health plans. Danny, however, is not a dependent for purposes
of an HSA. Thus, Frank may not withdraw amounts from the HSA to pay for
Danny’s medical expenses on a tax-free basis. An HSA is not an employerprovided health plan governed by Code Section 106 and is therefore not cov
ered by Notice 2004-79 (see Chapter 6). It is entirely possible that the defini
tion of dependent for purposes of HSAs will be revised again by Congress (see
also Notice 2004-79, 2004-49 IRB 1, generally restoring prior law treatment
for group health plans).

Note. The new modified definition of dependent will also affect dependent
care assistance plans under Code Section 129, as well as distributions in the
case of unforeseeable emergencies under eligible Code Section 457 plans, and
after December 31, 2004, most deferred compensation plans.

32 IRC § 152; Working Families Tax Relief Act of 2004 (WFTRA), § 201, Pub. L. No. 108-311,118 Stat. 1166.
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Relationship
To be a dependent, the individual must bear one of the following relationships
with respect to the taxpayer:33

•

Son or daughter, or a descendent of either;

•

Stepson or stepdaughter;

•

Brother, sister, stepbrother, or stepsister;

•

Father or mother, or ancestor of either;

•

Stepfather or stepmother;

•

Son or daughter of a brother or sister;

•

Brother or sister of the father or mother;

•

Son-in-law, daughter-in-law, father-in-law, mother-in-law, brother-inlaw, or sister-in-law; or

•

An individual (other than an individual who at any time during the
year was the taxpayer’s spouse) who, for the taxable year of the tax
payer, has as his or her principal place of residence, the home of the
taxpayer and is a member of the taxpayer’s household.

The terms brothers and sisters include half-blood relatives.34 A child shall
include a legally adopted child, a child who is placed in the taxpayer’s home by
an authorized placement agency for legal adoption or a foster child.35 Special
rules apply to missing children presumed by law enforcement authorities to
have been kidnapped.36
A dependent does not include an individual who is not a citizen or na
tional of the United States unless the individual is a resident of the United
States or of a country contiguous to the United States. This does not include a
child who is legally adopted by a U.S. taxpayer.37

Qualifying Child
A qualifying child is a daughter, son, stepchild, sibling, or stepsibling (or de
scendent of any of these) who has the same principal place of abode as the
taxpayer for more than one half of the taxable year and who (other than in the
case of total disability) has not yet attained a specified age.38

To be treated as a qualifying child, an individual must not have attained
age 19 (age 24 if a student) before the close of the calendar year in which the
taxable year of the account owner begins.39 This rule does not apply if the

IRC § 152(d)(2)(A)-(F).
34 IRC § 152(f)(4).
35 IRC § 152(f)(B)-(C), 152(f)(6).
36 See IRC § 152(f)(6)(A)-(B).
33

37
38

IRC § 152((b)(3).
IRC § 152(c)(1).

39 IRC § 152(c)(3), as amended.
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child is permanently and totally disabled. Permanent and total disability is
defined in Code Section 22(e)(3) and need not be for the entire year.

Note. Under prior law, there was no age requirement, nor was disability
an issue.

Attained Age
It would appear that a child attains a specific age on the anniversary of the
date that the child was born. This uniform definition is used by the IRS for
purposes of the dependent care, adoption, child tax, and earned income cred
its, and also applies to dependent care assistance programs, foster care pay
ments, adoption assistance programs, and dependency exemptions.40
Note. Code Section 152(c)(3)(A) provides that a child not have attained
the specified age (age 19 or age 24) “as of the close of the calendar year in
which the taxable year of the taxpayer begins.” Thus, an individual is no
longer a qualifying child after the calendar year in which the taxpayer’s tax
able year began if the individual attained the specified age during the prior
calendar year.

Qualifying Relative
A qualifying relative is a person who satisfies all following four require
ments:41

1.

Is not a qualifying child of the taxpayer or of any other taxpayer for
any taxable year beginning in the calendar year in which the taxable
year begins.42

2.

Bears a relationship to the taxpayer.43 See the previous section titled
"Relationship.”

3.

Receives more than half of his or her support from the taxpayer for
the calendar year in which the taxable year begins.44

4.

Does not have gross income for the year in excess of the Code Section
151(d) dependency exemption amount ($3,200 in 2005, $3,100 in
2004).

Under the prior Code Section 152 definition, the term dependent generally
meant an individual who bears the relationship described previously and who
received more than half of his or her support for the year from the taxpayer.

40 Rev. Rul. 2003-72, 2003-33 IRB 346, that is, IRC §§ 21 (child care credit), 23 (adoption expenses), 24 (child credit), 32 (earned income
credit), 129 (dependent care exclusion), 131 (foster care payments), 137 (adoption assistance), and 151 (personal exemptions).
41 IRC § 152(d)(1).
42 IRC § 152(d)(1)(D).
43 IRC § 152(d)(1)(A), 152(d)(2).
44 IRC § 152(d)(1)(C), 152(d)(3), regarding multiple support agreements.
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Note. Under Code Section 152, before amendment, there were no income
limits or age limitations. Aside from this, and the introduction of new termi
nology, little has changed (confusion aside) from prior law.

Advantages and Disadvantages of HSAs
Advantages
Those individuals who prefer (or already have) a high deductible on their
health insurance policies will gain the most benefits, especially those who are
more highly compensated—primarily for the tax benefits. Conversely, indi
viduals who have an employer-paid health policy with no (or a low) deductible
would not be good candidates for an HSA (nor would they qualify).
An HSA can provide a method for contributing a stream of tax-favored
savings for those who are healthy enough and who can afford to do so. Simply
stated, the higher the tax bracket, the greater the benefit. On the other hand,
lower paid employees—who generally find it difficult to save for any pur
pose—may have little enthusiasm for an HSA, even if they would otherwise be
benefited by establishing an HSA.

Many advantages may accrue from the establishment of an HSA, includ
ing the following:
•

No employer involvement. Eligible individuals can establish an HSA
without employer involvement.

•

Deductions for contributions. Except for employer contributions, all
HSA after-tax contributions (within limits) are deductible. Employer
contributions are excluded from income.

•

Contributions by family member permitted. Unlike a Flexible Spend
ing Arrangement (FSA) or a Health Reimbursement Arrangement
(HRA), family members (among others) may make contributions into
an eligible individual’s HSA.

•

Deduction or exclusions from gross income. Employer contributions
are generally excludable from gross income. In other cases, contribu
tions made by or on behalf of an eligible individual are generally de
ductible from gross income.

•

Itemization. An eligible individual does not have to itemize deductions
on Form 1040, Schedule A, Itemized Deductions, to claim a deduction
for his or her allowable HSA contribution.

•

Tax-exempt status. Distributions are exempt from federal income tax
(tax-free) if paid for qualified medical expenses. In other cases, the
growth in the account is tax deferred; for example, when payments are
not used for qualified medical expenses.

•

Tax-free distributions. Distributions from the account of all contribu
tions and earning are tax-free when used to pay for an unreimbursed
qualified medical expense.
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Example 2-17. Victor, an eligible individual, has a health plan through
his employer with no annual deductible. The insurer charges an annual pre
mium of $4,000. If Victor switched to an HDHP with a $1,000 annual deducti
ble, the insurer will only charge $3,200 for the same policy. In addition to
saving $800 in premiums, Victor will get a federal income tax deduction for
his contribution. His account will grow tax free, and he will be able to access
the funds in the HSA on a tax-free basis when used to pay for qualified medi
cal expenses. Victor may decide, instead, not to use his HSA and allow his
funds to grow on a tax-free basis for future medical expenses.

•

Vesting. All account balances are fully vested (nonforfeitable), without
use-it-or-lose-it rules as in an FSA.

•

Account ownership. HSA accounts are owned by the individual (even if
employer contributions are made into the HSA)

•

Choice. The account owner chooses:

— How much to contribute.
— When to contribute.
— Type of financial product(s) to use for investment of account assets.
— Which financial institution will hold the account.

— How much to use for medical expenses.
— Whether to pay for medical expenses from the HSA or save the ac
count for future use.

•

Savings. HSAs encourage savings for future medical expenses, such
as:
— Long-term care expenses.

— Noncovered services under future health insurance coverage.

— Insurance coverage after retirement (and before Medicare coverage
begins).
— Medical expenses after retirement (and before Medicare coverage
begins).
— Out-of-pocket expenses incurred when covered by Medicare.

•

Spousal ownership. Designated spouse beneficiary is automatically
treated as owner upon death of account owner.

•

Portability. HSA accounts are portable, regardless of:
— Whether the account owner is employed or unemployed.

— Which employer the individual works for.
— Changes in age or marital status.
— Future medical coverage.

In addition, an HSA can be rolled over or transferred to another HSA
(once per 12-month period). Rollovers and transfers from an Archer Medical
Savings Account (MSA) into an HSA are also permitted (once per 12-month
period).
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45 IRC §§ 105(h), 125, 4980G.

•

No use-it or lose-it rules. Again, unlike FSAs, unused account balances
are not forfeited.

•

Thrift encouraged. Encourages account holders to be better consumers
by spending their funds more wisely.

•

Lower health-care premiums. The premium for a health plan with a
higher deductible is likely to be less costly than the same health plan
with a lower deductible.

•

Cafeteria plan. Contributions may be made by the eligible individual,
made on behalf of an eligible individual, or made by the individual’s
employer (generally through a cafeteria plan).

•

Higher contribution limits than an Archer MSA. An Archer MSA lim
its contributions to 75 percent of the deductible amount (65 percent for
self-only coverage).

•

Catch-up contributions. An individual age 55 and older may generally
contribute additional catch-up amounts ($600 for 2005).

•

Dependent treatment. The account owner’s spouse and dependents
need not be covered by the HDHP to receive benefits from an HSA on
a tax-free basis.

•

Consumer choice and flexibility. HSAs give individuals and employers
flexibility and choice in coverage.

•

Protection. When coupled with an HDHP, an HSA protects against
catastrophic financial loss due to unforeseen illness and injury.

•

No gift tax. The amount a beneficiary receives from an HSA is not
treated as a taxable gift.

•

Long-term care insurance. An HSA can make tax-free distributions to
pay for long-term care insurance premiums as well as Consolidated
Omnibus Reconciliation Act (COBRA) continuation coverage and
health continuation insurance while receiving unemployment com
pensation.

•

Divisibility. An HSA account is divisible upon divorce.

•

Mistake-of-fact. Distributions made because of a mistake-of-fact may
be returned if the trustee or custodian permits.

•

Tax shelter. High-income individuals are likely to use an HSA as a tax
shelter (that is, for accumulations). These individuals will pay all
medical expenses from nonsheltered assets.

•

Comparability in employer contributions. Employer contributions (if
any are made) to an HSA must be comparable (see Chapter 4), unless
offered through a cafeteria plan. This requirement does not apply to
an HRA or FSA (but nondiscrimination requirements apply, except for
a self-funded HRA).45

Chapter 2: HSAs in General

29

The following examples demonstrate some of the benefits of having (or not
having) an HSA.
Example 2-18. The Two-Ton Scale Corporation offers its employees a
family health-insurance plan with a $5,000 deductible. With its insurance cost
savings, Two-Ton contributes $4,000 to each employee’s HSA. Harvard, an
employee, incurs $5,000 of medical expenses for the year. All expenses are
qualified medical expenses. Harvard’s out-of-pocket expenses will not exceed
$1,000 for the year.

Example 2-19. Same facts as in the preceding example, except Harvard is
not an employee of Two-Ton and has a traditional health-insurance plan with
a 20 percent copay and a $500 deductible. Harvard would be responsible for
$1,400 [$500 +(.20 x $4,500)].
Example 2-20. Same facts as in Example 2-18, except that Harvard in
curs no medical expenses for the year. The $4,000 that Two-Ton contributed to
his HSA can be carried forward to next year or can be used in future years
when he may no longer have coverage for health care.

Disadvantages
An HSA coupled with an HDHP may create a greater risk of accruing medical
debts, especially for families with low income levels who generally have fewer
resources to draw upon. In addition, an HSA has:

•

Possible increase in out-of-pocket costs for less-healthy individuals. For
such health-care-consuming individuals, an HDHP may increase their
out-of-pocket expenses. These individuals would probably be better off
with a health plan that has a low deductible or none.

•

Decrease in quality of health. An HDHP may be adverse to health if an
individual forgoes medication and tests because he or she cannot or
does not want to pay expenses.

•

HDHP requirement. Making contributions to an HSA is dependent on
having an HDHP (on the first day of the month).

•

Excess contribution penalty. Contributions in excess of annual limits
may be subject to a cumulative nondeductible excise tax of 6 percent.

•

Cessation of account. Account ceases to be an HSA upon death of ac
count owner unless the spouse is designated as beneficiary of the
HSA.

•

Taxation upon death. Account is taxable if the beneficiary is not the
spouse of the account holder upon death of account owner.

•

Taxation in estate. If the decedent’s estate is beneficiary of the HSA,
the estate will have to recognize income in respect to a decedent.

•

No deduction for losses. Because allowable contributions are deducti
ble, a taxpayer cannot claim a loss from declines in the account value.
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•

Insufficient buildup. An individual establishing a new HSA might not
have sufficient funds accumulated in the account to pay for medical
expenses below the deductible under the HDHP.

•

Income and penalty taxes. Amounts distributed from an HSA that are
not used to pay for qualified medical expenses are subject to federal
income tax and, if the beneficiary is under age 65, will be subject to an
additional 10 percent penalty, unless another exception applies.

•

Early distribution penalty. Unless age 65 or another exception applies,
a 10 percent penalty is applied on distributions not used to pay for
qualified medical expenses.

•

Responsibility. The account owner is responsible for determining that
HSA payments are used for qualified medical expenses.

•

IRS Reporting. An HSA account owner must generally file Form 8889,
Health Savings Accounts (HSAs), to report contributions, determine
HSA deductions, and report HSA distributions. No reporting forms
are required of participants for HRAs and FSAs.

•

Record retention. The account owner must keep records to demon
strate to the IRS, if audited, that distributions were used to pay for
qualifying medical expenses.

Note. The insurer will still require policy holders to submit claims
so it can track the plan’s deductible.

•

Medicare enrollment. Eligibility to contribute to an HSA ends in the
month the account owner enrolls in Medicare.

•

Adverse selection. Under the theory of adverse selection, healthy peo
ple and less-healthy people separate into different insurance ar
rangements and the cost of insurance for the less-healthy conse
quently rises. Thus, such individuals may become uninsured or underinsured. For example, employers that provide a choice between com
prehensive protection and an HDHP may experience a shift of the
healthier employees to the HDHP. Those who remain in the compre
hensive plan will likely cause the average cost (for that group) to in
crease. Healthy workers might even abandon employer-based cover
age completely and establish an HSA on their own, especially if they
are paying a substantial amount of the premium for the HDHP.

HSA Adoption Statistics
A recent survey46 reviewing thousands of HSA-eligible plans sold between
January 1 and December 31, 2004, highlighted many of the identifying and
46 Source: Copyright 2005 _ eHealthInsurance Services, Inc., Health Savings Accounts: The First Year In Review... (Feb. 15, 2004). For re
print permission, contact Emily Fox at (650) 210-3140. Reprinted with permission; see http://images.ehealthinsurance.com/ehealthinsurance/
ReportNew/0215052004HSAlstYrRev.pdf.
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key demographics of purchasers of HSA-eligible health insurance plans. The
highlights included:

•

Nearly half of the people who purchased HSA-eligible plans were 40
years old or older.

•

The average age of purchasers of HSA-eligible plans is 40, whereas
the average age for purchasers of non-HSA-eligible plans is 35.

•

HSA-eligible plans are equally attractive to both individuals and
families.

•

More than half (51 percent) of purchasers are individuals and 49 per
cent are families (37 percent of purchasers are families with children,
12 percent are couples without children).

•

HSA-eligible plans are being adopted by all income levels; 40 percent
of HSA-eligible plans were purchased by people with incomes of
$50,000 or below.

•

HSAs may play a role in helping uninsured people get health insur
ance. More than two-thirds of HSA-eligible plan purchasers who were
previously uninsured for more than six months had incomes of
$50,000 or less.

•

HSA-eligible plans are affordable. 89 percent of HSA-eligible plan
purchasers paid $200 or less per person per month.

•

More than 85 percent of HSA-eligible plans purchased in 2004 paid
100 percent of office visits, surgery, hospitalization, and lab/X-ray
services after the plan deductible was met.

•

Almost 100 percent (99.4 percent) of HSA-eligible plans purchased in
2004 included prescription drug benefits.

More than one-third of HSA-eligible health plan purchasers are families
with children. Of those in the $15,000 to $35,000 income bracket, there was a
161 percent increase of previously uninsured purchasers during all of 2004
compared to the first six months of the year.
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3
Medical Coverage and Insurance

This chapter examines medical coverage and insurance for purposes of
determining whether the individual is treated as being covered by and
only by a high deductible health plan (HDHP). Annual deductibles
and out-of-pocket expenses are also addressed. This chapter also ex
plains the exceptions (for example, for permitted insurance), and tran
sitional rules that may apply in determining whether the annual de
ductible is met and whether out-of-pocket limits are exceeded in a given
year. Contributions to Health Savings Accounts (HSAs) are discussed
in the next chapter.

HDHP Requirements
In general, an HDHP is a health plan that satisfies certain requirements with
respect to minimum annual deductibles and maximum annual out-of-pocket
expense, discussed later.1
For HSA contribution purposes, a health plan must meet two main re
quirements to be considered an HDHP:2

1.

Annual deductible. The HDHPs annual deductible for tax years 2004
and 2005 must be at least $1,000 for self-only coverage and at least
$2,000 for family coverage.3

2.

Out-of-pocket expenses. The annual out-of-pocket expenses, including
the deductible and copayments, required to be paid under the HDHP
(other than for premiums) for covered benefits may not exceed speci
fied limits. Special rules apply to deductibles for services performed
out of network.

1 IRC § 223(c)(2).
2 IRC § 223(c)(2)(A)(ii)(I), 223(c)(2)(A)(ii)(II); Rev. Proc. 2004-71, § 3.22(2), 2004-50 IRB 1.
3

IRC § 223(c)(2)(A)(i)(I), 223(c)(2)(A)(i)(II).
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Maximum Out-of-Pocket Expenses
Coverage

2004

2005

Self-only

$5,000

$5,100

Family$10,000$10,200
Contributions are more fully discussed in Chapter 4. (See Appendix A re
garding HSA limitations.)
Example 3-1. A plan provides health coverage for Lawrence and his
family. The plan provides for the payment of covered medical expenses of any
member of Lawrence’s family if the member has incurred covered medical ex
penses during the year in excess of $1,000, even if the family has not incurred
covered medical expenses in excess of $2,000. If Lawrence incurred covered
medical expenses of $1,500 in a year, the plan would pay $500. Thus, benefits
are potentially available under the plan even if the family’s covered medical
expenses do not exceed $2,000. Because the plan provides family coverage
with an annual deductible of less than $2,000, the plan is not an HDHP.
Example 3-2. Same facts as in the preceding example, except that the
plan has a $5,000 family deductible and provides payment for covered medical
expenses if any member of Lawrence’s family has incurred covered medical
expenses during the year in excess of $2,000. The plan satisfies the require
ments for an HDHP with respect to the deductibles.

Example 3-3. Horatio has self-coverage under his employer’s HDHP for
2005 with a $2,000 annual deductible. This means that Horatio will pay the
first $2,000 of any medical expenses incurred during the year before the
health plan will pay any benefits. The HDHP then provides that it will pay 80
percent of the next $3,000 in medical expenses incurred by Horatio during the
year and Horatio will pay 20 percent of the next $3,000, or $600. The HDHP
will then pay 100 percent of the covered medical expenses over $5,000. Hora
tio’s total annual out-of-pocket expenses (not counting any premiums Horatio
might have to pay) is $2,600, which is within the 2005 out-of-pocket limit of
$5,100 ($5,000 for 2004) for self-coverage. Therefore, the plan is an HDHP.
An HDHP can be an insured or self-insured.4
Note. The HSA can be established through a qualified trustee or custo
dian who is different from the HDHP provider.5

4 Notice 2004-2, Q&A 7, 2004-2 IRB 269.
5 Notice 2004-2, Q&A 10, 2004-2 IRB 269.
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An HDHP does not include a plan if substantially all its coverage is for
permitted insurance and/or coverage for accidents, disability, dental care, vi
sion care, or long-term care.6 A state’s high-risk health plan (high-risk pool)
will qualify as an HDHP if the plan does not pay benefits below the minimum
annual deductible of $1,000 for self-only coverage and $2,000 for family cover
age.7

Health plans that negotiate discounted prices for services do not fail to
meet the HDHP requirements merely because an HSA owner receives serv
ices at the discounted rate before satisfying the plan deductible.8

Meaningful Coverage
The fact that Congress clearly specified that a plan that primarily covers
“permitted insurance” for accidents, disability, dental care, vision care, or
long-term care would not be considered an HDHP for purposes of the HSA
rules indicates that the HDHP accompanying the HSA must provide mean
ingful medical coverage for participants. This is consistent with IRS Notice
2004-50 (2004-33 IRB 196), which allows an HDHP to exclude certain benefits
as long as significant benefits remain (discussed later). However, there is no
bright line to determine when HDHP coverage will be considered meaningful
and when it will be considered merely a sham. Some employers and insurers
may be interested in offering reduced benefits under the HDHP in exchange
for lower premiums. However, there is a Emit to how much the benefits can be
reduced. It would appear that, to be considered an HDHP for purposes of the
HSA rules, at a minimum, an HDHP must exhibit risk-shifting and risk dis
tribution characteristics of insurance and cover major medical and hospital
benefits.9

Inflation Adjustments
The minimum deductible amount and maximum out-of-pocket expense limits
are indexed for inflation using annual cost-of-living adjustments. Any increase
is rounded to the nearest multiple of $50.10
The $2,250 and $4,500 limitations that are specified in Internal Revenue
Code Section 223(b)(2), are adjusted for cost-of-living based on increases in the
consumer price index (CPI) through August of the preceding year relative to
CPI for 1997. The CPI for a year is the average for the 12-month period end
ing on August 31 for such year. The $2,250 and $4,500 base amounts used to
compute the monthly limitation on deductions for 2005 can be computed as
follows (to the nearest multiple of $50):

6 IRC § 223(c)(2)(B).
7 Notice 2004-50, Q&A 13, 2004-33 IRB 196.
8 Notice 2004-50, Q&A 25,2004-33 IRB 196.
9 Notice 2004-50, Q&As 14 & 15, 2004-33 IRB 196.
10 IRC § 223(g)(l)-(2); for 2005, see Rev. Proc. 2004-71, § 3.22(2), 2004-50 IRB 1.
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1.

$2,650 = $2,250 x (average CPI Sept. 2003 to Aug. 2004)/(average CPI
Sept. 1996 to Aug. 1997)

2.

$5,250 = $4,500 x (average CPI Sept. 2003 to Aug. 2004)/(average CPI
Sept. 1996 to Aug. 1997)

For the dollar amounts in Code Section 223(c)(2)(A), that is, the $1,000
and $5,000 figures, the adjustment uses 2003 instead of 1997. The $1,000 and
$5,000 base amounts used to determine whether a health plan is an HDHP
(minimum deductible and maximum out-of-pocket expenses) for 2005 can be
computed as follows (to the nearest multiple of $50):

1.

$l,00011 = $1,000 x (average CPI Sept. 2003 to Aug. 2004)/(average
CPI Sept. 2002 to Aug. 2003)

2.

$5,100 = $5,000 x (average CPI Sept. 2003 to Aug. 2004)/(average CPI
Sept. 2002 to Aug. 2003)

Changes to the Deductibles and Out-of-Pocket
Expense Limits on Renewal
Any required change to the deductibles and out-of-pocket expense limits may
be applied as of the renewal date of the HDHP in cases where the renewal
date is after the beginning of the calendar year, but in no event longer than a
12-month period ending on the renewal date. Thus, a fiscal year plan that
satisfies the minimum annual deductible on the first day of the first month of
its fiscal year may apply that deductible for the entire fiscal year, even if the
minimum annual deductible increases on January 1 of the next calendar
year.11
12
Example 3-4. An individual obtains self-only coverage under an HDHP
on June 1, 2004, the first day of the plan year, with an annual deductible of
$1,000—the minimum annual deductible allowed for 2004 and 2005 for selfonly coverage. Assume that the cost-of-living adjustments require the mini
mum deductible amount to be increased to $1,050 (which it was not). The
plan’s deductible is not increased to comply with the increased minimum de
ductible amount until the plan’s renewal date of June 1, 2005. The plan satis
fies the requirements for an HDHP with respect to deductibles through May
30, 2005. The plan must provide disclosure information on cost sharing, de
ductibles, and limitations on coverage. The IRS is to determine this disclosure
information (see Chapter 7).

11 The $1,000 amount did not change for 2004 or 2005.
12 Notice 2004-50, Q&A 86,2004-33 IRB 196.
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Plan Deductible
The plan deductible is the amount of covered medical expenses that must be
paid by the HSA owner before the health plan will begin to cover medical ex
penses.

In the case of a health plan using a network of providers, such a plan’s
annual deductible for services provided outside of such network are disre
garded (not taken into account) when determining whether the maximum
limitation [$2,650 for self-only coverage for 2005 ($5,250 for family coverage)]
under an HDHP is satisfied.13

Deductible Periods in Excess of 12 Months
If the health plan’s deductible period is longer than 12 months, the plan’s
limit must be adjusted to determine whether the maximum annual deductible
is exceeded. If that limit is exceeded, the plan is not an HDHP.

Adjustment of Annual Deductible Limit
In the case of self-coverage, the HDHP’s annual deductible for tax years 2004
and 2005 must be at least $1,000. For family coverage, the deductible must be
at least $2,000. For plans that define the deductible period over a period
longer than 12 months, the limits must generally be adjusted to determine
whether a plan satisfies the HSA requirements (see the following section ti
tled “Transitional Rule”).14 Adjust the limit by taking the following steps:
1.

Multiply the minimum annual deductible by the number of months
allowed to satisfy the deductible.

2.

Divide the amount in step 1 by 12. This is the adjusted deductible for
the longer period that is used to test for compliance.

3.

Compare the amount in step 2 to the plan’s deductible. If the plan’s
deductible equals or exceeds the amount in step 2, the plan satisfies
the requirements for the minimum deductible.

Note. For months before January 1, 2006, a health plan that would oth
erwise qualify as an HDHP but for an annual deductible that does not satisfy
the rules above for periods of more than 12 months may be treated as an
HDHP under the transitional rule.
Example 3-5. For 2005, a health plan takes into account medical ex
penses incurred in the last three months of 2004 to satisfy its deductible for
calendar year 2005. The plan’s deductible for self-only coverage is $1,500 and
covers 15 months (the last three months of 2004 and 12 months of 2005). To

13 IRC § 223(c)(2)(D), 223(c)(2)(D)(ii).
14 Notice 2004-50, Q&A 24, 2004-33 IRB 196.
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determine if the health plan’s deductible satisfies the $1,000 for self-coverage
annual deductible limits for 2005, the following calculations are performed:

Minimum annual deductible (self-only coverage)
The number of months in which expenses incurred
are taken into account to satisfy the deductible

$1,000

x 15
= $15,000

Divide by 12

$1,250

The HDHP minimum deductible for self-only coverage for 15 months must
be at least $1,250. Because the plan’s deductible, $1,500, exceeds $1,250, the
plan’s self-only coverage satisfies the plan deductible rule. The maximum an
nual HSA contribution for an eligible individual with self-only coverage under
these facts is $1,200, the lesser of (1) ($1,500/15) x 12 = $1,200 or (2) $2,650 for
2005.

Example 3-6. Same facts as in the preceding example, except the de
ductible for the 15-month period is $2,500. To determine if the health plan’s
deductible satisfies the $2,000 for family coverage annual deductible limits for
2005, the following calculations are performed:

Minimum annual deductible (self-only coverage)
The number of months in which expenses incurred
are taken into account to satisfy the deductible

$2,000

x 15

= $30,000
Divide by 12

$2,500

The HDHP minimum deductible for family coverage for 15 months must
be at least $2,500. Because the plan’s deductible, $2,500, equals (but does not
exceed) $2,500, the plan’s family coverage satisfies the plan deductible rule.
The maximum annual HSA contribution for an eligible individual with family
coverage under these facts is $3,125, the lesser of (1) ($2,500/15) x 12 = $3,125
or (2) $5,250 for 2005.

Transitional Rule
For months before January 1, 2006, a health plan that would otherwise qual
ify as an HDHP but for an annual deductible that does not satisfy the rules
above for periods of more than 12 months will be treated as an HDHP if the
plan is in effect or submitted to approval to state insurance regulators by De
cember 13, 2005 (the date of publication of Notice 2004-50 in the Internal
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Revenue Bulletin). Individuals covered under these health plans will continue
to be eligible to contribute to HSAs before January 1, 2006.15

Note. The transitional guidance was provided to allow policy providers
time to modify HDHP policies to include prescription drug benefits that meet
the HDHP requirements.

Out-of-Pocket Expenses
The annual out-of-pocket expenses for covered benefits for 2004 may not ex
ceed $5,000 for self-only coverage and $10,000 for family coverage. The annual
out-of-pocket expenses for covered benefits for 2005 may not exceed $5,150 for
self-only coverage and $10,200 for family coverage.16
Out-of-pocket expenses include the plan’s annual deductible, copayments,
and any coinsurance payments required by the plan but do not include premi
ums for covered benefits.17

Network Coverage
A network plan is a plan that generally provides more favorable benefits for
services provided by its network of providers than for services provided out
side of the network. In the case of a plan using a network of providers, the
plan does not fail to be an HDHP (if it would otherwise meet the requirements
of an HDHP) solely because the out-of-pocket expense limits for services pro
vided outside of the network exceeds the maximum annual out-of-pocket ex
pense Emits allowed for an HDHP. Thus the plan’s annual deductible for outof-network services is not taken into account in determining the annual con
tribution limit.18 However, amounts paid by the HSA owner toward covered
medical expenses for network coverage above the deductible required by the
plan are applied toward the out-of-pocket limit.

Generally, a plan that does not specify a specific out-of-pocket maximum
is not generally an HDHP. However, if a plan is structured in such a way that
the account owner would never exceed the out-of-pocket limitation, the plan
could be considered an HSA.19
Example 3-7. A plan requires an HSA owner with self-only coverage to
satisfy a $2,000 deductible and then pays 100 percent of covered benefits
above the deductible. This plan would not violate the out-of-pocket require
ment.

15 Notice 2004-50,2004-33 IRB 196, see “Transition Relief,” last page.
16 Rev. Proc. 2004-71, Section 3.22 (2).
17 IRC § 223(c)(2)(A)(ii); Notice 2004-2, Q&A 3,2004-2 IRB 269; see also Notice 2004-50, Q&A 21,2004-33 IRB 196.
18 IRC § 223(c)(2)(D)(ii).
19 Notice 2004-50, Q&A 17, 2004-33 IRB 196.
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Example 3-8. A plan provides self-only coverage with a $2,000 deducti
ble. The plan imposes a lifetime limit on reimbursements for covered benefits
of $1 million. For expenses for covered benefits incurred above the deductible,
the plan reimburses 80 percent of the usual, customary, and reasonable
(UCR) costs. Because there is no express Emit on out-of-pocket expenses, the
plan does not qualify as an HDHP because it is possible that the out-of-pocket
limitation will be exceeded.
Example 3-9. Same facts as in the preceding example, except that after
the 20 percent coinsurance paid by the covered individual reaches $3,000, the
plan pays 100 percent of the UCR costs until the $1 million limit is reached.
For the purpose of determining the individual’s out-of-pocket expenses, the
plan only takes into account the 20 percent of UCR paid by the individual, up
to $3,000. This plan satisfies the out-of-pocket limit even though no express
maximum is stated.

Transitional Rule
For months before January 1, 2005, a health plan that would otherwise qual
ify as an HDHP but for the lack of an express maximum on payments above
the deductible that complies with the out-of-pocket requirement, will be
treated as an HDHP. Individuals covered under these health plans will con
tinue to be eligible to contribute to HSAs before January 1, 2005.20

Penalty Payments/Flat Dollar Charges
Penalty payments or flat dollar charges incurred because of a failure to obtain
precertification for covered expenses are not treated as out-of-pocket expenses.
Therefore, they do not count toward the $5,150/$10,200 limits for 2005.21
Example 3-10. A health plan that otherwise qualifies as an HDHP gen
erally requires a 10 percent coinsurance payment after a covered individual
satisfies the deductible. However, if an individual fails to obtain precertifica
tion for a specific provider, the plan requires a 20 percent coinsurance pay
ment. Only the generally applicable 10 percent coinsurance payment is in
cluded in computing the maximum out-of-pocket expenses paid.22 The result
in this example would be the same if the plan imposed a higher coinsurance
amount for an out-of-network provider.

Embedded Deductibles
In general, an HDHP must limit the out-of-pocket expenses paid by the cov
ered individuals, either by design or by its express terms. Although an HDHP
may have an umbrella deductible, it may also provide payments for covered
medical expenses if any individual member of the family incurs medical ex

20 Notice 2004-50,2004-33 IRB 196, see “Transitional Rule” on last page.
21 Notice 2004-50, Q&As 18-19, 2004-33 IRB 196.
22 Notice 2004-50, Q&A 19,2004-33 IRB 196; see, too, Notice 2004-2, Q&A 4, 2004-2 IRB 269.
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penses in excess of the minimum annual deductible. That limit, which is ap
plied to each family member, is referred to as the embedded individual de
ductible.23 The umbrella deductible is the stated maximum amount of ex
penses the family could incur before receiving benefits under the HDHP.24

Example 3-11. In 2005, a plan that otherwise qualifies as an HDHP pro
vides family coverage with a $2,000 deductible for each family member. The
plan pays 100 percent of covered benefits for each family member after that
family member satisfies the $2,000 deductible. The plan does not provide any
express limit on out-of-pocket expenses. The maximum out-of-pocket expense
limit for family coverage is $10,200 ($10,000 for 2004) for family coverage. The
plan is not an HDHP for a family with six or more covered individuals because
the amount that these individuals pay in out-of-pocket expenses exceeds the
maximum out-of-pocket threshold under Code Section 223.25 However, the
out-of-pocket expense limit of $10,200 for any family with two to five covered
individuals is not exceeded because the amount these individuals pay in outof-pocket expenses would not exceed the maximum out-of-pocket threshold
under Code Section 223 ($2,000 times 5, or $10,000, does not exceed
$10,200).26

Cumulative embedded deductibles under family coverage are not subject
to the out-of-pocket maximum if the plan contains an umbrella deductible of
$10,200 or less for 2005. In such case, the plan qualifies as an HDHP for the
family, regardless of the number of covered individuals. The out-of-pocket
maximum of $10,200 for 2005 ($10,000 for 2004) cannot be exceeded.
Example 3-12. In 2005, a plan that otherwise qualifies as an HDHP pro
vides family coverage with a $2,000 deductible for each family member. The
plan pays 100 percent of covered benefits for each family member after that
family member satisfies the $2,000 deductible. The plan includes an umbrella
deductible of $10,000. The plan reimburses 100 percent of covered benefits if
the family satisfies the $10,000 in the aggregate, even if no single family
member satisfies the $2,000 embedded deductible. The out-of-pocket maxi
mum is not exceeded and the plan qualifies as an HDHP for the family, re
gardless of the number of covered individuals.27

Noncovered Medical Expenses
Amounts incurred for noncovered benefits (including amounts in excess of
UCR and financial penalties) are not counted toward the $l,000/$2,000 de
ductibles or the $5,150/$10,200 out-of-pocket limits for 2005. Note, however,

23 Notice 2004-50, Q&A 30,2004-33 IRB 196.
24 Notice 2004-50, Q&A 30, 2004-33 IRB 196.
25 $2,000 times 6 ($12,000) exceeds $10,200.
26 Notice 2004-50, Q&A 20 (ex 1), 2004-33 IRB 196.
27 Notice 2004-50, Q&A 20 (ex 2), 2004-33 IRB 196.
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that a health plan’s out-of-pocket limit includes the deductible, copayments,
and other amounts (but not premiums).28

Note. If a plan does not take copayments into account in determining if
the deductible is satisfied, the copayments must still be taken into account in
determining if the out-of-pocket maximum is exceeded.

Example 3-13. In 2005, a health plan has a $1,000 deductible for selfonly coverage. After the deductible is satisfied, the plan pays 100 percent of
UCR for covered benefits. In addition, the plan pays 100 percent for preven
tive care, minus a $20 copayment per screening. The plan does not take into
account copayments in determining if the $1,000 deductible has been satis
fied. The copayments must be included in determining if the plan meets the
out-of-pocket maximum of $5,100 (the 2005 limit for self-only coverage). Un
less the plan includes an express limit on out-of-pocket expenses taking into
account the copayments, or limits the copayments to $4,100 (for 2005), the
plan is not an HDHP. If copayments were limited to $4,100, the $5,100 limit
would not be exceeded with a $1,000 deductible.

Deductible Period of Less Than 12 Months
If the period during which expenses are incurred for purposes of satisfying the
deductible is 12 months or less and the plan satisfies the requirements for an
HDHP, the new plan’s taking into account expenses incurred during the prior
plan’s short plan year (whether or not the prior plan is an HDHP) and not
reimbursed, does not violate the minimum $l,000/$2,000 annual deductible
requirements of an HDHP.29

Example 3-14. An employer with a calendar year health plan switches
from a non-HDHP plan to a new plan with coverage effective on July 1. The
annual deductible under the new plan satisfies the $l,000/$2,000 annual de
ductible limits for an HDHP. The new plan counts expenses incurred under
the prior plan during the first six months of the year in determining if the new
plan’s annual deductible is satisfied. The new plan satisfies the HDHP de
ductible limit.

Change in Coverage
If an eligible individual changes coverage during the plan year from self-only
HDHP coverage to family HDHP coverage, the individual (or any other person
covered under the family coverage) will not fail to be covered by an HDHP
merely because the family HDHP coverage takes into account expenses in28 Notice 2004-2, Q&A 3, 2004-2 IRB 269; Notice 2004-50, Q&A 21,2004-33 IRB 196.
29 Notice 2004-50, Q&A 22, 2004-33 IRB 196.
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curred while the individual had self-only coverage. Thus, a family plan does
not fail to be an HDHP because it takes into account expenses incurred while
an individual had self-only coverage under an HDHP.30
Example 3-15. Harmony, an eligible individual, has self-only qualifying
HDHP coverage from January 1 through April 30, marries in April, and from
May 1 through December 31, has family-qualifying HDHP coverage. The
family coverage plan applies expenses incurred by Harmony from January
through April toward satisfying the family deductible. Harmony’s coverage
satisfies the HDHP requirements for family coverage. Harmony’s contribution
to an HSA is based on four months of the self-only coverage (that is, 4/12 of
the deductible for the self-only coverage) and eight months of family coverage
(8/12 of the deductible for family coverage).

Limitation on Benefits
An HDHP may impose a reasonable lifetime limit on benefits provided under
the plan. Amounts paid by a covered individual above the lifetime Emit are
not treated as out-of-pocket expenses in determining the annual out-of-pocket
maximum. However, a lifetime Emit on benefits designed to circumvent the
maximum annual out-of-pocket amount is not reasonable.31
Example 3-16. Assume a health plan has an annual deductible that sat
isfies the $1,000 deductible for self-only coverage and the $2,000 deductible for
family coverage. After satisfying the deductible, the plan pays 100 percent of
covered expenses, up to a lifetime Emit of $1 million. The lifetime Emit of $1
million is reasonable and the health plan is not disqualified from being an
HDHP because of the lifetime limit on benefits.
If a plan imposes a reasonable annual or lifetime limit on specific benefits,
amounts paid by covered individuals beyond the annual or lifetime Emits are
not subject to the maximum out-of-pocket limitations. The $5,100/10,200 outof-pocket maximums (for 2005) only apply to covered benefits.32

Reasonable Benefit Restrictions
A plan may be designed with reasonable benefit restrictions limiting the
plan’s covered benefits. A restriction or exclusion on benefits is reasonable
only if significant other benefits remain available under the plan in addition
to the benefits subject to the restriction or exclusion.33

30 Notice 2004-50,
31 Notice 2004-50,
32 Notice 2004-50,
33 Notice 2004-50,

Q&A 23, 2004-33 IRB
Q&A 14,2004-33 IRB
Q&A 15,2004-33 IRB
Q&A 14,2004-33 IRB

196.
196.
196.
196.
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Example 3-17. In 2005, a self-only health plan with a $1,000 deductible
includes a $1 million lifetime limit on covered benefits. The plan provides no
benefits for experimental treatments, mental health, or chiropractic care vis
its. Although the plan provides benefits for substance abuse treatment, it lim
its payments to 26 treatments per year, after the deductible is satisfied. Al
though the plan provides benefits for fertility treatments, it limits lifetime
reimbursements to $10,000, after the deductible is satisfied. Other than these
limits on covered benefits, the plan pays 80 percent of major medical expenses
incurred after satisfying the deductible. When the 20 percent coinsurance paid
by the covered individuals reaches $4,000, the plan pays 100 percent. Under
these facts, the plan is an HDHP and no expenses incurred by a covered indi
vidual other than the deductible and the 20 percent coinsurance are treated as
out-of-pocket expenses subject to the maximum out-of-pocket limitation.

Example 3-18. In 2005, a self-only health plan with a $1,000 deductible
imposes a lifetime limit on reimbursements for covered benefits of $1 million.
While the plan pays 100 percent of expenses incurred for covered benefits af
ter satisfying the deductible, the plan imposes a $10,000 annual limit on bene
fits for any single condition. The $10,000 annual limit under these facts is not
reasonable because significant other benefits do not remain available under
the plan. Under these facts, any expenses incurred by a covered individual af
ter satisfying the deductible are treated as out-of-pocket expenses.
If a plan limits benefits to UCR amounts, amounts paid by covered indi
viduals in excess of UCR are not included in determining the out-of-pocket ex
penses paid for purposes of calculating the maximum out-of-pocket limit.
Thus, amounts paid by covered individuals in excess of UCR that are not paid
by an HDHP are not included in determining maximum out-of-pocket ex
penses.34

Family Coverage vs. Self-Only Coverage
Self-only coverage under an HDHP is a health plan that covers only one eligi
ble individual.35 Family coverage under an HDHP is defined as any coverage
that is not self-only coverage.36 Thus, family HDHP coverage is a health plan
covering one eligible individual and at least one other individual (whether or
not the other individual is an eligible individual).37

In general, except for preventive care, a plan is a family coverage HDHP
only if nothing is payable under the HDHP until the family incurs annual
covered medical expenses in excess of the minimum annual deductible of the

34 Notice 2004-50, Q&A 16,2004-33 IRB 196.
35 Notice 2004-50, Q&A 12,2004-33 IRB 196.
36 IRC § 223(c)(4).
37 Notice 2004-50, Q&A 12,2004-33 IRB 196.
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plan. However, an exception applies to expenses for preventive care. It does
not matter which family member incurs the expenses.38

Other Health Plan Coverage
Generally an eligible individual may not be covered under any other nonHDHP.39 However, two exceptions permit other coverage to be disregarded.40
Disregarded coverage includes:
1.

Coverage for any benefit provided by “permitted insurance” (discussed
later).41

2.

Coverage, whether through insurance or otherwise, for accidents, dis
ability, dental care, vision care, or long-term care (discussed later).42

An HDHP does not include a plan if substantially all its coverage is for
coverage described in item 1 or 2.43

Permitted Insurance
For eligibility purposes, certain types of insurance coverage, referred to as
permitted insurance, are disregarded in determining if an individual is an eli
gible individual.44 Permitted insurance45 includes insurance if substantially
all the coverage provided under such insurance relates to any of the follow
ing:46

•

Liabilities incurred under workers’ compensation laws

•

Tort liabilities

•

Liabilities relating to ownership or use of property

•

Such other similar liabilities as the Secretary of the Treasury may
specify

•

Insurance for a specified disease or illness47

•

Insurance paying a fixed amount per day (or other period) of hospitali
zation48

38 Notice 2004-2, Q&A 3,2004-2 IRB 269.
39 IRC § 223(c)(l)(A)(ii).
40 IRC § 223(c)(1)(B).
41 IRC § 223(c)(l)(B)(i).
42 IRC § 223(c)(l)(B)(ii).
43 IRC § 223(c)(2)(B).
44 IRC § 223(c)(3).
45 Note: Medicare supplemental insurance is not on the permitted insurance list.
46 IRC § 223(c)(3)(A)(i)-(iv).
47 IRC § 223(c)(3)(B).
48 IRC § 223(c)(3)(C).
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Note. A plan, for example, that provides coverage substantially all of
which is for a specific disease or illness is not an HDHP.

An otherwise eligible individual who is covered by both an HDHP and also
by insurance contracts for one or more specific diseases or illnesses may con
tribute to an HSA if the insurance provides benefits before the deductible of
the HDHP is satisfied, provided that the principal health coverage is provided
by the HDHP. An eligible individual covered under an HDHP may be covered
“for any benefit provided by permitted insurance.” The term permitted insur
ance includes “insurance for a specified disease or illness.” Therefore, an eligi
ble individual may be covered by an HDHP and also by permitted insurance
for one or more specific diseases, “such as cancer, diabetes, asthma or conges
tive heart failure,” as long as the principal health coverage is provided by the
HDHP.49
Benefits for permitted insurance—liabilities incurred under workers’
compensation laws, tort liabilities, liabilities relating to ownership or use of
property, insurance for a specified disease or illness, and insurance paying a
fixed amount per day (or other period) of hospitalization—must generally be
provided through insurance contracts and not on a self-insured basis. How
ever, where benefits (such as workers’ compensation benefits) are provided in
satisfaction of a statutory requirement and any resulting benefits are secon
dary or incidental to other benefits, the benefits will qualify as permitted in
surance even if self-insured.50

The IRS has provided additional clarification on how prescription drug
programs; medical discount cards; and employer provided employee assis
tance, wellness, and disease management programs affect an individual’s eli
gibility for an HSA.

Prescription Drug Coverage
An individual who is covered by a health plan that provides prescription drug
benefits (separately or through a rider) before the deductible of the HDHP is
satisfied cannot normally contribute to an HSA.51

Transitional Relief
To allow policy providers time to modify HDHP policies to include prescription
drug benefits that meet the HDHP requirements, the IRS issued transitional
guidance specific to prescription drug coverage.
Under this transitional guidance, for months before January 1, 2006, if an
otherwise eligible individual has both an HDHP and another health plan that
provides for prescription coverage before the minimum HDHP deductible has

49 Notice 2004-50, Q&A 7,2004-33 IRB 196.
50 Notice 2004-50, Q&A 8, 2004-33 IRB 196.
51 Rev. Rul. 2004-38,2004-15 IRB 717.
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been satisfied, the individual will continue to be considered an eligible indi
vidual and may make HSA contributions.52

Preventive Care Safe Harbor
The safe-harbor for preventive care allows certain benefits to be provided by
an HDHP without satisfying the $l,000/$2,000 minimum deductibles.53

In Notice 2004-23 (2004-15 IRB 725), the IRS provides a list of services
and benefits that qualify as “preventive care” under Code Section 223(c)(2)(C).
That section states, “a plan shall not fail to be treated as an HDHP by reason
of failing to have a deductible for preventive care (within the meaning of sec
tion 1871 of the Social Security Act, except as otherwise provided by the Sec
retary).” An HDHP may therefore provide preventive care benefits without a
deductible or with a deductible below the minimum annual deductible.
The IRS defined the following medical procedures as safe-harbor items
that could be provided as preventive care before the HDHP deductible is met.
The list of preventive care includes, but is not limited to, the following:54

•

Periodic health evaluations, including tests and diagnostic procedures
ordered in connection with routine examinations, such as annual
physicals.

•

Routine prenatal and well-child care.

•

Child and adult immunizations.

•

Tobacco cessation programs.

•

Obesity weight-loss programs.

The following preventive care safe-harbor screening services are included:
Cancer Screening

52 Rev. Proc. 2004-22, 2004-15 IRB 727.
53 Notice 2004-23, 2004-15 IRB 725.

54 Notice 2004-23, 2004-15 IRB 725.

•

Breast cancer (for example, mammogram)

•

Cervical cancer (for example, pap smear)

•

Colorectal cancer

•

Prostate cancer (for example, PSA test)

•

Skin cancer

•

Oral cancer

•

Ovarian cancer

•

Testicular cancer

•

Thyroid cancer
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Heart and Vascular Diseases Screening

•

Abdominal aortic aneurysm

•

Carotid artery stenosis

•

Coronary heart disease

•

Hemoglobinopathies

•

Hypertension

•

Lipid disorders

Infectious Diseases Screening

•

Bacteriuria

•

Chlamydial infection

•

Gonorrhea

•

Hepatitis B virus infection

•

Hepatitis C

•

Human Immunodeficiency Virus (HIV) infection

•

Syphilis

•

Tuberculosis Infection

Mental Health Conditions and Substance Abuse Screening
•

Dementia

•

Depression

•

Drug abuse

•

Problem drinking

•

Suicide risk

•

Family violence

Metabolic, Nutritional, and Endocrine Conditions Screening

•

Anemia, iron deficiency

•

Dental and periodontal disease

•

Diabetes Mellitus

•

Obesity in adults

•

Thyroid disease

Musculoskeletal Disorders Screening

•

Osteoporosis

Obstetric and Gynecologic Conditions Screening
•

Bacterial vaginosis in pregnancy

•

Gestational Diabetes Mellitus

•

Home uterine activity monitoring

•

Neural Tube defects

•

Preeclampsia

•

Rh incompatibility
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•

Rubella

•

Ultrasonography in pregnancy
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Pediatric Conditions Screening

•

Child developmental delay

•

Congenital Hypothyroidism

•

Lead levels in childhood and pregnancy

•

Phenylketonuria

•

Scoliosis, Adolescent Idiopathic

Vision and Hearing Disorders Screening
•

Glaucoma

•

Hearing impairment in older adults

•

Newborn hearing

Prescription drugs or medications that are used to prevent a disease or re
currence of a disease from which an HSA owner has recovered are eligible for
safe-harbor treatment.55
Notice 2004-23 (2005-15 IRB 725) sets out a preventive care deductible
safe harbor for preventive care.56 Solely for this purpose, drugs or medications
are preventive care when taken by an individual who has developed risk fac
tors for a disease that has not yet manifested itself or not yet become clinically
apparent (that is, asymptomatic), or to prevent the reoccurrence of a disease
from which an individual has recovered. For example, the treatment of high
cholesterol with cholesterol-lowering medications (for example, statins) to
prevent heart disease or the treatment of recovered heart attack or stroke vic
tims with angiotensin-converting enzyme (ACE) inhibitors to prevent a reoc
currence constitute preventive care. In addition, drugs or medications used as
part of procedures providing preventive care services are eligible for safe
harbor treatment.

There is no requirement in the Code that an HDHP provide benefits for
preventive care or provide preventive care with a deductible below the mini
mum annual deductible.57
Preventive care does not generally include any service or benefit intended
to treat an existing illness, injury, or condition.58 However, Notice 2004-23
states that preventive care generally does not include any service or benefit
intended to treat an existing illness, injury, or condition, in situations where it
would be unreasonable or impracticable to perform another procedure to treat
the condition. Any treatment that is incidental or ancillary to a preventive
care service or screening as described in Notice 2004-23 also falls within the
safe-harbor for preventive care. For example, removal of polyps during a diag

55 Notice 2004-50, Q&A 27, 2004-33 IRB 196.
56 IRC § 223(c)(2)(C).
57 Notice 2004-23,2004-15 IRB 725.
58 Notice 2004-50, Q&A 27, 2004-33 IRB 196.
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nostic colonoscopy is preventive care that can be provided before the deducti
ble in an HDHP has been satisfied.59

State Law Considerations
State insurance laws often require health plans to provide certain health care
without regard to a deductible or on terms no less favorable than other care
provided by the health plan. The determination of whether health care that is
required by state law to be provided by an HDHP without regard to a deducti
ble is “preventive” for purposes of the exception for preventive care is to be
based on the standards set forth in Notice 2004-23 (2004-15 IRB 725), and
other guidance issued by the IRS, rather than on how that care is character
ized by state law.
A state could have laws that mandate certain benefits be included in an
insured HDHP. These laws may, for example, require certain benefits to be
covered under an HDHP without regard to whether the deductible is satisfied.
Unless a state’s mandated benefits satisfy the definition of preventive care for
federal purposes, this would cause the HDHP to fail to satisfy the federal re
quirements under Code Section 223. If so, an individual in a state with those
laws could not contribute to an HSA. Other state laws may require that an in
surer or HMO must comply with limits on deductibles, which could similarly
conflict with federal requirements.

The IRS has addressed this by issuing transition guidance for months be
fore January 1, 2006, for state requirements in effect on January 1, 2004.60
The guidance states that during this time period, an HDHP will not be con
sidered to violate federal requirements if the sole reason it does not comply
with federal requirements is because it is complying with state benefit man
dates. However, after January 1, 2006, individuals who are covered by insured
HDHPs or HMOs subject to state laws that conflict with Code Section 223 re
quirements will not be considered “eligible individuals” who are able to con
tribute to HSAs. See Appendix C for a list of states with mandates that could
cause an HDHP to fail to satisfy applicable requirements.
Note. Code Section 220(c)(2)(B)(ii) allows an HDHP for purposes of an
Archer Medical Savings Account (MSA) to provide preventive care without a
deductible if required by state law. However, that section does not define pre
ventive care for HSA purposes.

59 Notice 2004-23, 2004-15 IRB 725.
60 Notice 2004-43, 2004-27 IRB 10.
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Medical Discount Cards
Discount cards that entitle the holder to obtain discounts for services or prod
ucts at managed care market rates will not disqualify an individual from
making an HSA contribution as long as the individual is required to pay the
discounted cost of health care until the deductible of the HDHP is satisfied.61
Example 3-19. An employer provides its employees with a pharmacy dis
count card. For a fixed annual fee (paid by the employer), each employee re
ceives a card that entitles the holder to choose any participating pharmacy.
During the one-year life of the card, the cardholder receives a 15 percent to 50
percent discount off the usual and customary fees charged by the pharmacy,
with no dollar cap on the amount of discounts received during the year. The
cardholder is responsible for paying the discounted costs of any drugs until
the deductible of any other health plan covering the individual is satisfied. An
employee who is otherwise eligible for an HSA will not become ineligible solely
as a result of having this benefit.

Employee Assistance, Disease Management,
and Wellness Programs
Coverage under an employer-provided Employee Assistance Program (EAP),
disease management program, or wellness program does not make an indi
vidual ineligible to contribute to an HSA, provided that the program does not
provide significant benefits in the nature of medical care or treatment. If it
does not, the EAP, disease management program or wellness program will not
be considered a health plan for HSA purposes.62 To determine whether a pro
gram provides significant medical benefits, screening and preventive care
services described in Notice 2004-23 are disregarded.

Example 3-20. Neptune Corporation offers a program that provides em
ployees with benefits under an EAP, regardless of enrollment in a health plan.
The EAP is specifically designed to assist Neptune in improving productivity
by helping employees identify and resolve personal and work concerns that af
fect job performance and the work environment. The benefits consist primar
ily of free or low-cost confidential short-term counseling to identify an em
ployee’s problem that may affect job performance and, when appropriate, re
ferrals to an outside organization, facility, or program to assist the employee
in resolving the problem. The issues addressed during the short-term coun
seling include, but are not limited to, substance abuse, alcoholism, mental
health or emotional disorders, financial or legal difficulties, and dependent
care needs. Neptune’s EAP is not a health plan under Code Section 223(c)(1)

61 Notice 2004-50, Q&A 9,2004-33 IRB 196.
62 Notice 2004-50, Q&A 10,2004-33 IRB 196.
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because it does not provide significant benefits in the nature of medical care or
treatment.
Example 3-21. Accurate Corporation maintains a disease management
program that identifies employees and their family members who have, or are
at risk for, certain chronic conditions. The disease management program pro
vides evidence-based information, disease-specific support, case monitoring,
and coordination of the care and treatment provided by a health plan. Typical
interventions include monitoring laboratory or other test results, telephone
contacts or Web-based reminders of health care schedules, and providing in
formation to minimize health risks. Accurate’s disease management program
is not a health plan under Code Section 223(c)(1) because it does not provide
significant benefits in the nature of medical care or treatment.
Example 3-22. Stay Fit Corporation offers a wellness program for all
employees regardless of participation in a health plan. The wellness program
provides a wide-range of education and fitness services designed to improve
the overall health of the employees and prevent illness. Typical services in
clude education; fitness, sports, and recreation activities; stress management;
and health screenings. Any costs charged to the individual for participating in
the services are separate from the individual’s coverage under the health plan.
Stay Fit’s wellness program is not a health plan under Code Section 223(c)(1)
because it does not provide significant benefits in the nature of medical care or
treatment.

Health Reimbursement Arrangements
An account owner who participates in an HDHP and a post-deductible health
reimbursement arrangement (HRA) may still be an eligible individual. The
deductible for the HRA does not need to be the same as the deductible for the
HDHP. However, in no event may the HDHP or other health coverage provide
benefits before the minimum annual deductible for the HDHP is satisfied.63
Note. If the HDHP and the other coverage do not have identical deducti
bles, the HSA contribution is limited to the lowest deductible amount (see
Chapter 4).

Example 3-23. In 2005, an individual has self-only coverage under an
HDHP with a deductible of $2,500. The individual is also covered under a
post-deductible HRA that pays or reimburses qualified medical expenses after
$2,000 of the HDHP deductible has been satisfied. In this case, if the individ
ual incurs covered medical expenses of $2,250, the HRA will pay $250. Be
cause the HRA deductible of $2,000 is less than the HDHP deductible of
$2,500, the individual’s HSA contribution limit is $2,000 (see Chapter 4).
63 Revenue Ruling 2004-45, 2004-22 IRB 971.
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Long-Term Care Insurance
An account owner may be able to pay for long-term care premiums, subject to
certain limits as qualified medical expenses from the HSA (see Chapter 6).
Practice Pointer: Although Code Section 106(c) generally prohibits
payment of coverage for long-term care benefits under a Code Section
125 plan (cafeteria plan), this prohibition does not apply to distribu
tions from HSAs.64

Flexible Spending Arrangements Under Code Section 125
An HSA may be funded by salary reduction contributions through a cafeteria
plan described in Code Section 125.65 Thus, an employee may elect to have
amounts contributed on a pretax basis as employer contributions to an HSA.
Caution: The initial release of the 2005 version of Publication 15-B,
which provides information on the employment tax treatment of fringe
benefits, incorrectly included HSAs in a list of benefits that cannot be of
fered under a cafeteria plan. The IRS has now posted a corrected version
on its Web site.66
An employer’s cafeteria plan may provide for negative elections to enroll
employees. Negative elections may be used to enroll employees as described in
Revenue Ruling 2002-27.67

The following requirements for health flexible spending accounts (FSAs)
under a Code Section 125 cafeteria plan (which are generally imposed so
health FSAs operate in a manner similar to “insurance-type” accident or
health plans under Code Section 105) are not applicable to HSAs:68
1.

The prohibition against a benefit that defers compensation by permit
ting employees to carry over unused elective contributions or plan
benefits from one plan year to another plan year.69

2.

The requirement that the maximum amount of reimbursement must
be available at all times during the coverage period.70

3.

The mandatory 12-month period of coverage.

64 Notice 2004-50, Q&A 42,2004-33 IRB 196.
65 Notice 2004-2, Q&A 33,2004-2 IRB 269.
66 www.irs.ustreas.gov/pub/irs-pdf/pl5b.pdf; see, also, www.irs.gov/formspubs/article/0„id=109875,00.html regarding changes to tax forms
and publications.
67 Notice 2004-50, Q&A 61, 2004-33 IRB 196; See Rev. Rul. 2002-27, 2002-20 IRB 925.
68 Notice 2004-50, Q&A 57,2004-33 IRB 196.
69 IRC § 125(d)(2)(D); Treas. Reg. § 1.125-2, Q&A 7.

70 Treas. Reg. § 1.125-2, Q&A 7.
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Change in Status
A cafeteria plan may permit an employee to revoke an election during a period
of coverage with respect to a qualified benefit and make a new election for the
remaining portion of the period only as in regulations under Code Section
125.71 Because the eligibility requirements and contribution limits for HSAs
are determined on a month-by-month basis, rather than on an annual basis,
an employee who elects to make HSA contributions under a cafeteria plan
may start or stop the election or increase or decrease the election at any time
as long as the change is effective after the request for the change is received
(that is, prospectively). If an employer places additional restrictions on the
election of HSA contributions under a cafeteria plan, the same restrictions
must apply to all employees.72

An employer can permit employees to elect an HSA mid-year if offered as
a new benefit under the employer’s cafeteria plan, provided the election for
the HSA is made on a prospective basis. However, the HSA election does not
permit a change or revocation of any other coverage under the cafeteria plan
unless the change is permitted by regulations under Code Section 125.73 This
may affect the employee’s eligibility to establish an HSA.
While an HSA may be offered to and elected by an employee mid-year, the
employee may have other coverage under the cafeteria plan that cannot be
changed or limited (for example, coverage under a health FSA), which may
prevent the employee from being an eligible individual.74

Accelerated Contributions
Where an employee elects to make contributions to an HSA through a cafete
ria plan, the employer may, but is not required to, contribute amounts to an
employee’s HSA up to the maximum amount elected by the employee. While
any accelerated contribution made by the employer must be equally available
to all participating employees throughout the plan year and must be provided
to all participating employees on the same terms, the employee must repay
the amount of the accelerated contribution by the end of the plan year.75 An
employer may not recoup contributions made to an HSA from an employee’s
HSA.76

71 See Treas. Reg. § 1.125-4; Notice 2004-50, Q&A 58,2004-33 IRB 196.
72 Notice 2004-50, Q&A 58, 2004-33 IRB 196.
73 See Treas. Reg. § 1.125-4; Notice 2004-50, Q&A 59,2004-33 IRB 196.
74 See Revenue Ruling 2004-45, 2004-22 IRB 971.
75 Notice 2004-50, Q&A 60,2004-33 IRB 196.
76 Notice 2004-50, Q&A 82,2004-33 IRB 196.
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Retiree Health Coverage
HSA distributions are qualified medical expense if used to pay for the retiree
portion of health care coverage once the account owner reaches age 65. This
exception applies regardless of whether the plan is insured or self-insured.77

Status Under Code Section 5000(b)(1)
Code Section 5000(b)(1) imposes upon an employer a 25 percent excise tax on
nonconforming group health plans. If no contributions are made to the HSA
by an employer (including a self-employed individual) or employee organiza
tion, the HSA is not a group health plan. In other cases, it is unclear whether
the HSA would be treated as a group health plan under Code Section 5000,
which imposes a 25 percent excise tax on “conconforming” group health plans,
because distributions can be used for nonmedical purposes.78

77 IRC § 223(d)(2)(C)(iv).
78 IRC § 5000(b)(1), (c).
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Contributions and Deductions

Contributions and their deductibility or exclusion from gross income
are discussed in this chapter. The limitations on contributions and
special rules for married individuals are explained. This chapter ex
plains the contribution rules and restrictions relating to employer con
tributions to (or through a cafeteria plan to) a Health Savings Account
(HSA). The tax treatment of contributions, IRS reporting by individu
als, as well as partnership and S corporation considerations are also
discussed in this chapter. Rollover contributions and trustee-to-trustee
transfers are more fully discussed in Chapter 5, and distribution taxa
tion, in Chapter 6.

Making HSA Contributions
Annual contributions to an HSA must be made in cash. For example, contri
butions may not be made in the form of stock or other property.1 An exception
is made for rollovers and transfers from an Archer Medical Savings Account
(MSA) or another HSA. Rollovers and transfers are more fully discussed in
Chapter 5.

Funding
The full HSA contribution can be made at the beginning of the year, but not
before the start of the year for which the contribution is being made. To con
tribute the maximum, an individual must have the same coverage throughout
the entire year. For each month that the plan owner fails to be covered as of
the first of the month by an HDHP, a deductible contribution for that month
is not allowed. Where the plan owner is not covered by an HDHP for the en
tire year, the annual contribution funding is limited to a total of the monthly
amounts for each month that the individual is covered as of the first day of the
month.

1 Notice 2004-2, Q&A 16,2004-2 IRB 269.

63

64

The Adviser's Guide to Health Savings Accounts

Note. Although an HSA is similar to an IRA in many respects, an IRA
cannot be used as an HSA, nor can an HSA be combined with an IRA.2

Contribution Deadline
In general, contributions must be made by the due date of the individual’s
federal income tax return, not including extensions. Thus, a 2005 HSA contri
bution may generally be made at any time in 2005 and before April 16, 2006.3
For 2005, if an HSA is established by the due date (generally April 15,
2006), tax-free distributions may be received from the HSA for qualified medi
cal expenses incurred on or after the first day of the month that the taxpayer
became an eligible individual (see Chapter 2).

Caution: A contribution postmarked after December 31 will be treated
as applying to the year the contribution is actually received by the trus
tee or custodian unless the taxpayer has designated that the contribu
tion is for the prior year. For example, if an individual is making a
contribution in 2006 with respect to tax year 2005, the contribution
form (preferably the check) should indicate “2005 contribution.”
Note. Farmers must file their federal income tax returns by March 1
(rather than the general April 15 due date), unless estimated taxes are paid
by January 18 so the contribution date may vary from the general rule.

No Compensation Requirement
HSA contributions may be made regardless of whether the eligible individual
has compensation. Where employees fund the HDHP through a pre-tax plan
with their employer, earnings are required. The employee’s deduction for con
tributions made under a high deductible health plan (HDHP) established by
an employer may not exceed the individual’s compensation or earned income.4
Practice Pointer: Unlike Archer MSAs, contributions may be made
by or on behalf of eligible individuals even if the individuals have no
compensation or if the contributions exceed their compensation.

Who May Contribute
Any eligible individual or any other person on an eligible individual’s behalf
(see Chapter 2) may contribute to an HSA. If the HSA is established by an
2 See Notice 96-53, A-9, A-10,1996-2 CB 219, regarding Archer Medical Savings Accounts.
3 IRC § 223(d)(4)(B).
4 IRC § 223(b)(4)(A), 223(b)(4)(B).
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employee, the employee, the employee’s employer, or both may contribute to
the HSA of the employee in a given year. If the HSA is established by a selfemployed (or unemployed) individual, the individual may contribute to the
HSA. Family members may also make contributions to an HSA on behalf of
another family member as long as that other family member is an eligible in
dividual.5
As explained elsewhere in this chapter, contributions may also be made
through a cafeteria plan. In addition, a partnership may also contribute to a
partner’s HSA and an S corporation may contribute to the HSA of a 2 percent
shareholder-employee.

Practice Pointer: Although Notice 2004-2 only refers to contributions
by employers or family members, any person (an employer, a family
member, or any other person) may make contributions to an HSA on
behalf of an eligible individual.6
Note. The Department of Labor (DOL) has approved certain cash bonus
incentives paid in connection with the establishment of an HSA and an HDHP
by a bank and an insurance company to an individual’s HSA (see Chapter 6).

Contributions by State Governments
A state government may make an HSA contribution on behalf of an eligible
individual. A state government’s comprehensive health insurance program for
high-risk individuals (state high-risk pool) may qualify as an HDHP if it does
not pay benefits below the minimum annual deductible of an HDHP ($1,000
for self-only coverage and $2,000 for family coverage, for 2005).7 In this con
text, an HSA can be coupled with a state high risk pool or other comprehen
sive health insurance program, assuming the program qualifies as an HDHP.

Other Employee Health Plans
HDHP and a Health FSA or an HRA
An employee covered by an HDHP and a health flexible spending arrange
ment (FSA) or health reimbursement arrangement (HRA) that pays or reim
burses qualified medical expenses generally cannot make contributions to an
HSA. However, an employee can make contributions to an HSA while covered
under an HDHP for periods the individual is covered under any of four types
of arrangements: limited-purpose health FSA or HRA, suspended HRA,
postdeductible health FSA or HRA, or a retirement HRA.

5 Notice 2004-50, Q&A 28,2004-33 IRB 196.
6 Notice 2004-2, Q&A 11,2004-2 IRB 269; Notice 2004-50, Q&A 28,2004-33 IRB 196.
7 Notice 2004-50, Q&A 29, 2004-33 IRB 196.
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Limited-Purpose Health FSA or HRA
A limited-purpose health FSA may pay or reimburse benefits for “permitted
coverage” (but not through insurance or for long-term care services) and a
limited-purpose HRA may pay or reimburse benefits for “permitted insurance”
(for a specific disease or illness or that provides a fixed amount per day, or
other period, of hospitalization) or “permitted coverage” (but not for long-term
care services). In addition, the limited-purpose health FSA or HRA may pay or
reimburse preventive care benefits. The individual is an eligible individual for
the purpose of making contributions to an HSA because these benefits may be
provided whether or not the HDHP deductible has been satisfied. The indi
vidual’s eligibility to make HSA contributions is examined in the following ex
amples in which an individual is covered by an HDHP and an FSA or HRA.8

Example 4-1. Kareem is covered by an HDHP. The HDHP has an 80/20
percent coinsurance feature above the deductible. Kareem is also covered by a
health FSA under a Code Section 125 cafeteria plan and an HRA. The health
FSA and HRA pay or reimburse all of his medical expenses (within the
meaning of Internal Revenue Code Section IRC § 213) that are not covered by
the HDHP (such as copayments, coinsurance, expenses not covered due to the
deductible, and other medical expenses not covered by the HDHP). The health
FSA and HRA coordinate the payment of benefits under the ordering rules of
Notice 2002-45 (2002-28 IRB 93). Kareem is not entitled to benefits under
Medicare and may not be claimed as a dependent on another person’s tax re
turn. Here, Kareem is covered by an HDHP and by a health FSA and HRA
that pay or reimburse medical expenses incurred before the minimum annual
HSA deductible of $1,000 has been satisfied. The health FSA and HRA pay or
reimburse medical expenses that are not limited to the exceptions for permit
ted insurance, permitted coverage, or preventive care. As a result, Kareem is
not an eligible individual for the purpose of making contributions to an HSA.
This result would be the same if Kareem was covered by a health FSA or HRA
sponsored by his spouse’s employer.9
Example 4-2. Same facts as in the preceding example, except that the
health FSA and HRA are limited-purpose arrangements that pay or reim
burse only vision and dental expenses (whether or not the minimum annual
deductible of the HDHP has been satisfied). In addition, the health FSA and
HRA pay or reimburse preventive care benefits as described in Notice 2004-23
(2004-15 IRB 725). Although Kareem is covered by an HDHP and by a health
FSA and HRA that pay or reimburse medical expenses incurred before the
minimum annual HSA deductible ($1,000) has been satisfied, the medical ex
penses paid or reimbursed by the health FSA and HRA include only vision
and dental benefits (which are permitted coverage) and preventive care. All

8 IRC §§ 125(a), 125(d), 125(f), 223(a), 223(b), 223(c)(1)(A), 223(c)(l)(A)(ii), 223(b)(2)(A), 223(b)(2)(B), 223(c)(1)(B), 223(c)(2)(A), 223(c)(2)(C);
Rev. Rul. 2004-45 (2004-22 IRB 971), 2004-38 (2004-15 IRB 717); Notices 2002-45 (2002-2 CB 93), 2004-23 (2004-15 IRB 725); see, too, H.R.
Conf. Rep. No. 391,108th Cong., 1st Sess. 841 (2003).
9 See, Rev. Rul. 2004-38 (2004-15 IRB 717).
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these benefits may be covered as a separate health plan, as a separate or op
tional rider, or as part of the HDHP and whether or not the minimum annual
HSA deductible has been satisfied. Kareem is an eligible individual for the
purpose of making contributions to an HSA.

Example 4-3. Same facts as in Example 4-1, except that Kareem is not
covered by a health FSA. Under his employer’s HRA, Kareem elects, before
the beginning of the HRA coverage period, to forgo the payment or reim
bursement of medical expenses incurred during that coverage period. The de
cision to forgo the payment or reimbursement of medical expenses does not
apply to permitted insurance, permitted coverage, and preventive care (ex
cepted medical expenses). Medical expenses incurred during the suspended
HRA coverage period (other than the excepted medical expenses if otherwise
allowed to be paid or reimbursed by an HRA), cannot be paid or reimbursed
by the HRA currently or later (that is, after the HRA suspension ends). How
ever, the employer decides to continue to make employer contributions to
Kareem’s HRA during the suspension period and thus the maximum avail
able amount under the HRA is not affected by the suspension but is available
for the payment or reimbursement of the excepted medical expenses incurred
during the suspension period as well as medical expenses incurred in later
HRA coverage periods. Here, Kareem elected to forgo the payment or reim
bursement of medical expenses incurred during an HRA coverage period. The
suspension of payments and reimbursements by the HRA does not apply to
permitted insurance, permitted coverage, and preventive care (if otherwise
allowed to be paid or reimbursed by the HRA). Kareem is an eligible individ
ual for the purpose of making contributions to an HSA until the suspension
period ends and he is again entitled to receive, from the HRA, payments or
reimbursements of Code Section 213(d) medical expenses incurred after the
suspension period.

Example 4-4. Same facts as in Example 4-1, except that the health FSA
and HRA are postdeductible arrangements that only pay or reimburse
Kareem’s medical expenses (including the 20 percent coinsurance responsibil
ity for expenses above the deductible) after the minimum annual deductible of
the HDHP has been satisfied. Because Kareem’s health FSA and HRA pay or
reimburse medical expenses (including the 20 percent coinsurance not other
wise covered by the HDHP) only after the HDHP’s minimum annual deducti
ble has been satisfied, he is an eligible individual for the purpose of making
contributions to an HSA.

Caution: Notice 2005-42 (May 18, 2005) allows—but does not require—
employers to modify Flexible Spending Arrangements (FSAs) to provide for a
21/2 month “grace period” to extend the deadline for reimbursement of health
and dependent care after the end of the plan year. Previously, employees were
required to “use-or-lose” FSA funds by the end of the year. It appears that the
adoption of a grace period would prevent a participant from contributing to an
HSA during the grace period that the employee had disqualifying “other cover
age.” Although it would initially appear that employees would benefit from the
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grace period, employers are cautioned to carefully consider the broader impli
cations of adopting a grace period.

Note. In addition, combinations of these arrangements that are consistent
with these requirements would not disqualify an individual from being an eli
gible individual. For example, if an employer offers a combined postdeductible
health FSA and a limited-purpose health FSA, this would not disqualify an
otherwise eligible individual from contributing to an HSA.

Suspended HRA
A suspended HRA, pursuant to an election made before the beginning of the
HRA coverage period, does not pay or reimburse, at any time, any medical ex
pense incurred during the suspension period except preventive care, permitted
insurance, and permitted coverage (if otherwise allowed to be paid or reim
bursed by the HRA). The individual is an eligible individual for the purpose of
making contributions to an HSA. When the suspension period ends, the indi
vidual is no longer an eligible individual because the individual is again entitled
to receive payment or reimbursement of Code Section 213(d) medical expenses
from the HRA. An individual who does not forgo the payment or reimbursement
of medical expenses incurred during an HRA coverage period is not an eligible
individual for HSA purposes during that HRA coverage period.

Caution: If an HSA is funded through salary reduction under a cafe
teria plan during the suspension period, the terms of the salary reduc
tion election must indicate that the salary reduction is used only to pay
for the HSA offered in conjunction with the HRA and not to pay for the
HRA itself.

Postdeductible Health FSA or HRA
Where a postdeductible health FSA or HRA does not pay or reimburse any
medical expense incurred before the $l,000/$5,150 (for 2005) minimum an
nual deductibles are satisfied, the individual is an eligible individual for the
purpose of making contributions to the HSA. The deductible for the HRA or
health FSA (other coverage) need not be the same as the deductible for the
HDHP, but in no event may the HDHP or other coverage provide benefits be
fore the minimum annual deductible. Where the HDHP and the other cover
age do not have identical deductibles, contributions to the HSA are limited to
the lower of the deductibles. In addition, although the deductibles of the
HDHP and the other coverage may be satisfied independently by separate ex
penses, no benefits may be paid before the minimum annual deductible,
$l,000/$5,100 (for 2005) has been satisfied.

A Retirement HRA
A retirement HRA allows payments or reimbursements for only those medical
expenses incurred after retirement (and no expenses incurred before retire
ment). An individual who participates in a retirement HRA can be an eligible
individual for the purpose of making contributions to the HSA before retire
ment but loses eligibility for coverage periods when the retirement HRA may
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pay or reimburse Code Section 223(d) medical expenses. Thus, after retire
ment, the individual is no longer an eligible individual for the purpose of the
HSA.10

Contribution Limitations
In general, the maximum annual contribution to an HSA is the sum of the
limits determined separately for each month, based on status, eligibility, and
health plan coverage as of the first day of the month. Although the maximum
annual limit is determined on a monthly basis, there is no actual monthly
limit on the amount that may be contributed.

After an individual has attained age 65 (generally, the Medicare eligibility
age), contributions, including catch-up contributions, are no longer permitted
to be made to an HSA if the individual is actually enrolled in Medicare.
As discussed later in this chapter, special rules apply in the case of mar
ried individuals, ineligible individuals, embedded deductibles, and postde
ductible health reimbursement (HRA) arrangements.

Self-Only Coverage
The maximum annual contribution for eligible individuals with self-only cov
erage under an HDHP is the lesser of:11
1.

The annual deductible under the HDHP (minimum of $1,000); or

2.

$2,600 (as indexed; $2,650 for 2005).

Family Coverage
For eligible individuals with family coverage under an HDHP, the maximum
annual contribution is the lesser of:
1.

The annual deductible under the HDHP (minimum of $2,000); or

2.

$5,150 (as indexed; $5,250 for 2005).

In addition to the maximum contribution amount, catch-up contributions
(discussed later) may be made by or on behalf of individuals age 55 or older
who are also not enrolled in Medicare.12

Caution: Publication 969, Health Savings Accounts and Other TaxFavored Health Plans (for use in preparing 2004 returns), contains an
example on the bottom of page 4 that incorrectly reduces the catch-up
contribution by only including the catch-up amount on the worksheet
for the months after attaining age 55.
10 IRC § 223(c)(3); Rev. Rul. 2004-45, 2004-22 IRB 971.
11 IRC § 223(b); Notice 2004-2, Q&A 12,2004-2 IRB 269.
12 Notice 2004-2, Q&A 12, 2004-2 IRB 269, as modified by Notice 2004-50, 2004-33 IRB 196.
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Coordination With Archer MSA
The HSA contribution limitations are reduced (but not below zero) by the ag
gregate amounts contributed by the account owner to an Archer MSA.13 The
family coverage limit is also reduced further by any contribution to an Archer
MSA.14

Adjustments for Inflation
The $2,250 and $4,500 contribution limitations that are specified in Code Sec
tion 223(b)(2), are adjusted for cost-of-living based on increases in the con
sumer price index (CPI) through August of the preceding year relative to CPI
for 1997.15 The CPI for a year is the average for the 12-month period ending
on August 31 for such year. For 2004, the statutory limit of $2,250 (for selfonly coverage) was increased to $2,600 and the $4,500 (for family coverage)
was increased to $5,150. The amounts are adjusted to the nearest multiple of
$50.16 The $2,250 and $4,500 base amounts used to compute the monthly
limitation on deductions for 2005 can be computed as follows (to the nearest
multiple of $50):
a.

$2,650 = $2,250 x (average CPI Sept. 2003 to Aug. 2004)/(average CPI
Sept. 1996 to Aug. 1997)

b.

$5,250 = $4,500 x (average CPI Sept. 2003 to Aug. 2004)/(average CPI
Sept. 1996 to Aug. 1997)

The maximum annual HSA contribution amounts (since HSAs were per
mitted for taxable years beginning in 2004) are shown in the following table.
Maximum Annual HSA Contributions (Excluding Catch-Up Contributions)
for Self-Only and Family Coverage
Coverage

2004

2005

Self-only coverage ($2,250)

$2,600

$2,650

Family coverage ($4,500)

$5,150

$5,250

The same annual contribution limit applies whether the contributions are
made by an employee, an employer, a self-employed person, or a family mem
ber. The following table shows the maximum HSA contribution for single and
family coverage, and the maximum out-of-pocket expense under a HDHP, at
specified plan deductible under a HDHP for 2004 and 2005.

13 IRC
14 IRC
15 IRC
16 IRC

§
§
§
§

223(b)(4)(A).
223(b)(5)(B)(i).
223(g)(1).
223(g)(2).
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The HSA contribution limitations are reduced (but not below zero) by the
aggregate amounts contributed by the account owner to an Archer MSA.17
The family coverage limit is also reduced further by any contribution to an
Archer MSA.18
Maximum HSA Contributions (Excluding Catch-Up Contributions) and Outof-Pocket Expenses at Specified Plan Deductibles Under an HDHP

Coverage

Single

Family

HDHP
Deductible

Out-of-Pocket
Maximum

2004

2005

$1,000

$ 5,000

$1,500

Maximum HSA
Contribution

2004

2005

$ 5,100

$1,000

$1,000

$ 5,000

$ 5,100

$1,500

$1,500

$2,000

$ 5,000

$ 5,100

$2,000

$2,000

$2,500

$ 5,000

$ 5,100

$2,500

$2,500

$3,000

$ 5,000

$ 5,100

$2,600

$2,650

$2,000

$10,000

$10,200

$2,000

$2,000

$3,000

$10,000

$10,200

$3,000

$3,000

$4,000

$10,000

$10,200

$4,000

$4,000

$5,000

$10,000

$10,200

$5,000

$5,000

$6,000

$10,000

$10,200

$5,150

$5,250

Multiple HSAs
An eligible individual may establish more than one HSA and may contribute
to more than one HSA. The same rules governing HSAs apply (for example,
maximum contribution limit), regardless of the number of HSAs established
by an eligible individual.19 However, if an individual has more than one HSA,
the aggregate annual contributions to all the HSAs are subject to the limit.20
Example 4-5. George, an eligible individual, has a maximum contribution
Emit of $2,400 for 2005. George’s employer contributes $1,000 to an HSA on
behalf of George. George opens a second HSA and contributes $1,400. If addi
tional contributions are made for 2005 to either of the HSAs, there are excess
contributions to George’s HSAs.

17 IRC § 223(b)(4)(A).
18 IRC § 223(b)(5)(B)(i).
19 Notice 2004-50, Q&A 64,2004-33 IRB 196.
20 Notice 2004-2, Q&A 12,2004-2 IRB 269.
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Mid-Year Commencement of HDHP Coverage
The annual contribution limit is based upon the number of months in the year
that an individual is covered by a qualifying HDHP.21
Example 4-6. Carmen, an eligible individual, begins self-only coverage
under an HDHP on June 1, 2005 with an annual deductible of $3,000. If the
annual deductible is $3,000 for the HDHP, the lesser of the annual deductible
and $2,650 (the 2005 limit) is $2,650. The monthly contribution limit is
$220.83 ($2,650/12). The annual contribution limit is $1,545.81 (7 x $220.83).
Note. Although monthly limit is used in calculating the annual HSA con
tribution, as previously discussed, there is no problem with contributing all of
an HSA contribution on the first day of eligibility, or otherwise as the account
owner decides, up to the due date of the federal income tax return (generally
April 15 of the following year). Thus there is no actual monthly Emit”, only a
restriction to the annual contribution amount.

Catch-Up Contributions
Catch-Up Eligibility
For individuals (and their spouses covered under the HDHP) who have at
tained age 55 and who are also not enrolled in Medicare, the HSA contribu
tion limit is increased by $600 in calendar year 2005 ($500 for 2004).22
After an individual has attained age 65 (generally, the Medicare eligibility
age), contributions, including catch-up contributions, are no longer permitted
to be made to an HSA if the individual is actually enrolled in Medicare.

Practice Pointer: If both spouses are age 55 or older and they both
want to make catch-up contributions, they must each establish an
HSA. Catch-up contributions may not be allocated between spouses.23

Example 4-7. Claudia is an otherwise HSA-eligible individual who is over
age 65 and thus eligible for Medicare, but she is not enrolled in Medicare Part
A or Part B. Claudia may make the additional catch-up contributions for indi
viduals age 55 or older.24

Catch-Up Contribution Limits
The $600 catch-up amount (the 2005 limit) will increase in $100 increments
annually, until it reaches $1,000 in calendar year 2009 and thereafter as
shown below.25
21 Notice 2004-2, Q&A 13,2004-2 IRB 269.
22 Notice 2004-2, Q&A 14,2004-2 IRB 269, as modified by Notice 2004-50, 2004-33 IRB 196.
23 IRC § 223(b)(5)(B), 223(b)(5)(ii).
24 Notice 2004-50, Q&A and 12,2004-33 IRB 196; Notice 2004-2, Q&A 3, 2004-2 IRB 269.
25 IRC § 223(b)(3)(B); Notice 2004-50, Q&A 14,2004-33 IRB 196.
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Catch-Up Limits for Years 2005 through 2009
For Taxable Years

Catch-Up Limit

2005

$ 600

2006

$ 700

2007

$ 800

2008

$ 900

2009

$1,000

As with the annual contribution limit, the annual catch-up contribution
limit is also computed on a monthly basis, but there is no actual monthly
limit.26
Example 4-8. Yetta, an eligible individual, is single, age 55, and not en
rolled in Medicare in 2005. Her HSA contribution Emit is increased by $600.
For example, if Yetta has self-only coverage, she can contribute up to the
amount of her annual health plan deductible plus $600, but not more than
$3,250 ($2,650 plus $600) for 2005.
Example 4-9. Same facts as in the preceding example, except Yetta is
married to an older individual who is also not enrolled in Medicare. They have
family coverage. Because both spouses meet the age requirement, the total
contribution under family coverage cannot be more than $6,450 ($5,250 +
$600 + $600). They must each establish an HSA to make catch-up contribu
tions.
Example 4-10. For 2005, Mr. Beetle and his wife both have family cover
age under separate HDHPs. Mr. Beetle is 58 years old and Mrs. Beetle is 53.
Mr. Beetle has a $3,000 deductible under his HDHP and Mrs. Beetle has a
$2,000 deductible under her HDHP. Mr. and Mrs. Beetle are both treated as
being covered under the HDHP with the $2,000 deductible. Mr. Beetle can
contribute $1,600 to an HSA (one-half the $2,000 deductible plus $600 addi
tional contribution) and Mrs. Beetle can contribute $1,000 to an HSA (unless
Mr. and Mrs. Beetle agree to a different division of the $2,000 deductible) for
2005.
Example 4-11. Samantha had been participating in self-only coverage
under an HDHP with an annual deductible of $1,000. She attains age 65 and
becomes eligible for Medicare benefits in July 2005. Samantha is no longer
eligible to make HSA contributions (including catch-up contributions) after
June 2005. Samantha’s monthly contribution limit can be computed as fol
lows:
$1,000 (the deductible) /12 + $600 (the catch-up limit for 2005) /12 = $133.33

26 Notice 2004-2, Q&A 14,2004-2 IRB 269.
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Samantha may make contributions for January through June totaling
$800 (6 x $133.33), but may not make any contributions for July through De
cember 2005.

Computing Annual Contributions
If an individual was under age 55 at the end of 2005, and was an eligible indi
vidual on the first day of every month during 2005 with the same annual de
ductible and coverage, the HDHP’s annual contribution limit is the smaller of
the following amounts:

•

The HDHP’s annual deductible;

•

$2,600 for 2004 ($5,150 for family coverage); or

•

$2,650 for 2005 ($5,250 for family coverage).

The following three rules are used for purposes of the preceding computa
tion.

1.

Use the family coverage amount ($5,250 for 2005) if the individual
and his or her spouse had more than one HDHP and one of the plans
provided family coverage. Disregard any plans with self-only coverage.

2.

If the individual and his or her spouse had more than one HDHP with
family coverage, use the plan with the lowest annual deductible.

3.

If the individual had family coverage with both an umbrella deducti
ble and an embedded deductible for each individual covered by the
plan, the annual contribution (and annual deduction for individuals
making pre-tax contributions) is the smaller of $5,250 (for 2005) or
the:

a.

Umbrella deductible; or

b.

Embedded individual deductible multiplied by the number of
family members covered by the plan.

Example 4-12. In 2005, Andy and Carla both had family coverage under
an HDHP and were under age 55 at the end of 2005. The HDHP will pay
benefits for any family member whose covered expenses exceed $2,000 (the
embedded individual deductible) and will pay benefits for all family members
after the covered expenses exceed $5,000 (the umbrella deductible). The an
nual contribution is $4,000 (the smaller of $5,000 or $4,000 ($2,000 x 2)). Andy
and Carla’s maximum contribution and HSA deduction is $4,000 (the smaller
of $4,000 or $5,250 for 2005). This amount is entered on line 3 of Form 8889,
Health Savings Accounts (HSAs).
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Annual Contribution Computation Chart
If the individual did not have the same coverage on the first day of every
month during 2005, or was age 55 or older at the end of 2005, the annual con
tribution limit can be computed by completing the following chart for each
month of 2005. A copy of the chart should be kept with the taxpayer’s records.
Enter the result on the worksheet next to the corresponding month. The
amount entered is used to determine allowable HSA contributions, excess con
tributions, and deductions for contributions on Form 8889, Health Savings
Accounts (HSAs).
Practice Pointer: If eligibility and coverage did not change from one
month to the next, enter the same number entered for the previous
month.
Start Here

Are you enrolled in Medicare for
the month?

Yes

No

Were you an eligible individual
(see Chapter 2) on the first day of
the month?

No

Enter $0 on the line
below for the month.

Yes

What type of coverage did your HDHP provide on the first day of
the month? If you had more than one HDHP, see the three rules in
the presection.

Self-Only coverage

Family coverage

Enter annual deductible
(must be at least $1,000
but do not enter more
than $2,650 for 2005).

Enter annual deductible
(must be at least $2,000
but do not enter more
than $5,250 for 2005).

Enter this amount on the line below
for the month. If you were age 55 or
older at the end of 2005, increase
this amount by $600.

Enter this amount on the line below
for the month. If, at the end of 2005,
you were unmarried and age 55 or
older, increase this amount by $600.
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Month in 2005

Amount From Chart Above

January

$_________

February

$_________

March

$_________

April

$_________

May

$_________

June

$_________

July

$_________

August

$_________

September

$_________

October

$_________

November

$_________

December

$_________

Total for all months

$_________

Limitation.

Divide the total by 12.

$_________

This amount is the contribution limit for the year. The amount is entered
on line 3 of Form 8889, Health Savings Accounts (HSAs), used in computing
contribution limits, excess contributions, and deduction amounts.

Special Rules for Married Individuals
One or Both Spouses Have Family Coverage
In the case of individuals who are married to each other, if either spouse has
family coverage, both are treated as having family coverage.27
Example 4-13. Peter and Abigail are married. Peter and Abigail will both
turn age 55 by the end of 2005. Peter has self-only coverage under an HDHP
with a $1,000 deductible and Abigail has family coverage under a separate
HDHP with a $5,000 deductible. Since one of the spouses has family coverage,
they are both treated as having family coverage for purposes of determining
the annual contribution limit. Peter can contribute $3,100 to an HSA (one-half
of the deductible of $5,000 plus $600 catch-up) for 2005. Abigail can contribute
$3,100 to an HSA (one-half of the deductible of $5,000 plus $600 catch-up) for
2005. Peter and Abigail could agree on a different division of the $5,000.
27 IRC § 223(b)(5)(A).
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Note. An individual may be eligible to contribute to an HSA if his or her
spouse has non-HDHP family coverage, provided the spouse’s coverage does
not cover the individual.28

Both Spouses With Family Coverage Under Separate HDHPs
If each spouse has family coverage under a separate health plan, both spouses
are treated as covered under the plan with the lowest deductible.

Example 4-14. Quincy and Mona are married. Quincy is 57 and Mona is
52. Quincy and Mona both have family coverage under separate HDHPs.
Quincy has a $3,000 deductible under his HDHP and Mona has a $2,000 de
ductible under her HDHP. Quincy and Mona are treated as covered under the
plan with the $2,000 deductible. Quincy can contribute $1,600 to an HSA
(one-half of the deductible of $2,000 plus $600 (the 2005 limit) catch-up con
tribution) and Mona can contribute $1,000 to an HSA (unless they agree to a
different division).
Example 4-15. Alvin and Barbara are married. Alvin is 40 and Barbara
is 33. Alvin and Barbara each have a self-only HDHP. Alvin has a $1,000 de
ductible under his HDHP and Barbara has a $1,500 deductible under her
HDHP. Alvin can contribute $1,000 to an HSA and Barbara can contribute
$1,500 to an HSA.

Spousal Contribution Limits
If either spouse has family coverage, the contribution Emit for the spouses is
the lowest deductible amount, divided equally between the spouses unless
they agree on a different division.29 However, both spouses may make the
catch-up contributions for individuals age 55 or over without exceeding the
family coverage Emit.30

Example 4-16. Preston and Kristen are married. Preston has a family-coverage
HDHP with a deductible of $2,000. The contribution Emit is $1,000
for Preston and $1,000 for Kristen, unless they agree on a different division.
However, if eligible, Preston and Kristen may make each make catch-up con
tributions to their HSA in addition to the $2,000 (as allocated) Emit.
Note. The family coverage Emit is reduced further by any contribution to
an Archer MSA.31

Practice Pointer: When both spouses have family HDHP coverage,
but one spouse has other coverage, the contribution limits for the
spouses vary depending on the specific circumstances (see Chapter 2).

28 Rev. Rul. 2005-25, 2005 IRB 18.
29 IRC § 223(b)(5)(A), 223(b)(5)(B)(ii).
30 IRC § 223(b)(3)(A); Notice 2004-50, Q&A 15, 2004-33 IRB 196.

31 IRC § 223(b)(5)(B)(i).
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The following examples illustrate the contribution Emits for married indi
vidual completing Form 8889, Health Savings Accounts (HSAs), for 2004.
Example 4-17. In 2004, Virginia has an HDHP for her family for the en
tire months of July through December. The annual deductible of the HDHP is
$4,000. Virginia attains age 55 on September 5, 2004. On the worksheet for
line 3, Virginia would show $4,000 for three months (July through September)
and $4,500 for three months October through December. She would divide the
total of those amounts ($25,500) by 12 to determine her contribution limit
($2,125) for 2004.
Example 4-18. In 2004, Carl has an HDHP for his family for the entire
months of July through December (six months). The annual deductible of
Carl’s HDHP is $4,000. Carl is under age 55. On the worksheet for line 3 in
the Form 8889 instructions, Carl enters $4,000 for each month (July through
December) that he is an eligible individual. Carl divides the total of those
amounts ($24,000) by 12 to determine his contribution limit ($2,000) for 2004.
Example 4-19. For 2004, Daniel is an eligible individual with self-only
HDHP coverage. His annual deductible is $1,200. Daniel gets married in
March and beginning April 1, 2004, Daniel and his spouse have family HDHP
coverage with a $2,400 deductible. Both Daniel and his wife Sasha are under
age 55. Sasha is not an eligible individual. On the worksheet for line 3, Daniel
would show $1,200 for the first three months and $2,400 for the last nine
months. He would divide the total of those amounts ($25,200) by 12 to deter
mine his contribution limit ($2,100) for the year. If Sasha became an eligible
individual during 2004, Daniel would have to allocate the deductible for the
family HDHP coverage for the period they were both eligible individuals
equally between him and his spouse unless they agree on a different alloca
tion, including allocating nothing to one spouse. Daniel would not allocate the
self-only deductible between him and his spouse.

Embedded and Umbrella Deductibles With Family Coverage
The umbrella deductible is the stated maximum amount of expenses the fam
ily could incur before receiving benefits under the HDHP.3233
Although an
HDHP may have an umbrella deductible, it may also provide payments for
covered medical expenses if any individual member of the family incurs medi
cal expenses in excess of the minimum annual deductible ($2,650 or $5,250 for
2005). That limit, which is applied to each family member, is referred to as the
embedded individual deductible.33

32 Notice 2004-50, Q&A 30,2004-33 IRB 196.
33 Notice 2004-50, Q&A 30,2004-33 IRB 196.
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Generally, the maximum annual HSA contribution limit for an eligible in
dividual with family coverage under an HDHP (without regard to catch-up
contributions) is the lesser of:34

1.

The annual deductible under the HDHP; or

2.

The statutory limit on family coverage contributions ($5,150 for 2004
or $5,250 for 2005.

However, the maximum annual HSA contribution limit for an eligible in
dividual who has family coverage under an HDHP with embedded individual
deductibles and an umbrella deductible is the least of the following amounts:
1.

The maximum annual contribution limit for family coverage ($5,250
for 2005; $5,150 for 2004);

2.

The umbrella deductible; or

3.

The embedded individual deductible multiplied by the number of
family members covered by the plan.

Note. The embedded individual deductible must satisfy the minimum an
nual deductible for an HDHP ($2,000 for 2004 and 2005).35

Example 4-20. In 2005, Jake and Laurie, a married couple, have HDHP
coverage for themselves and their two dependent children. The HDHP will
pay benefits for any family member whose covered expenses exceed $2,000
(the embedded individual deductible), and will pay benefits for all family
members after their covered expenses exceed $5,000. The umbrella deductible
is $5,000. The maximum annual statutory contribution limit is $5,250. The
embedded deductible multiplied by the number of family members covered is
$8,000 (4 x $2,000). Accordingly, the maximum annual contribution that Jake
and Laurie can make to their HSAs is $5,000 (the least of $5,000, $5,250, or
$8,000). The $5,000 limit is divided equally between Jake and Laurie ($2,500
each), unless they agree to a different division.
Example 4-21. The same facts as in the preceding example, except the
HDHP provides coverage only for Jake and Laurie. The maximum annual
statutory contribution limit is $5,250 (the 2005 limit). The umbrella deducti
ble is $5,000. The embedded individual deductible multiplied by the number
of family members covered is $4,000 (2 x $2,000). The maximum annual con
tribution that Jake and Laurie can make to their HSAs for 2004 is $4,000 (the
least of $5,000, $5,250, or $4,000).

34 IRC § 223(b)(2)(B), 223(g); Notice 2004-50, Q&A 30,2004-33 IRB 196.
35 Notice 2004-2, Q&A 3,2004-2 IRB 269.
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Ineligible Spouse
If only one spouse is an eligible individual, only that spouse may contribute to
an HSA, notwithstanding the special rule for married individuals that gener
ally allows a married couple to divide the maximum HSA contribution be
tween spouses and that designates the treatment of both spouses as having
family coverage. The special rules only apply where both spouses are eligible
individuals.
For 2005, the maximum annual HSA contribution for a married couple
with family HDHP coverage is the lesser of (1) the lowest HDHP family de
ductible applicable to the family (minimum $2,000) or (2) the statutory maxi
mum of $5,250 ($5,150 for 2004).36 See the previous discussion of application
of embedded deductibles.

Example 4-22. In 2005, Raj and Sabrina are a married couple. Assume
further that neither is eligible to make catch-up contributions. Raj and Sa
brina have family HDHP coverage with a $5,000 deductible. Raj is an eligible
individual and has no other coverage. Sabrina also has self-only coverage with
a $200 deductible. Sabrina, who has coverage under a low-deductible plan, is
not an eligible individual. Raj may contribute $5,000 (the lesser of $5,000 or
$5,250) to an HSA while Sabrina may not contribute to an HSA for 2005.
Example 4-23. The same facts as in the preceding example, except that,
in addition to the family HDHP with a $5,000 deductible, Sabrina has selfonly HDHP coverage with a $2,000 deductible rather than self-only coverage
with a $200 deductible. Both Raj and Sabrina are eligible individuals. Raj and
Sabrina are treated as having only family coverage. The maximum combined
HSA contribution by Raj and Sabrina is $5,000 (the lesser of $5,000 or $5,250
(the 2005 limit), to be divided between them by agreement.

Example 4-24. The same facts as Example 4-22, except that, in addition
to the family HDHP with a $5,000 deductible, Sabrina has family HDHP cov
erage with a $3,000 deductible rather than self-only coverage with a $200 de
ductible. Both Raj and Sabrina are eligible individuals. Raj and Sabrina are
treated as having family HDHP coverage with the lowest annual deductible.
The maximum combined HSA contribution by Raj and Sabrina is $3,000 (the
lesser of $3,000 or $5,250) for 2005, to be divided between them by agreement.
Example 4-25. The same facts as Example 4-22, except that, in addition
to family coverage under the HDHP with a $5,000 deductible, Sabrina has
family coverage with a $500 deductible rather than self-only coverage with a
$200 deductible. Raj and Sabrina are treated as having family coverage with
the lowest annual deductible ($500). Neither Raj nor Sabrina is an eligible in
dividual and neither may contribute to an HSA for 2005.

36 Notice 2004-50, Q&A 31,2004-33 IRB 196.
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Example 4-26. The same facts as Example 4-22, except that, in addition
to the family HDHP with a $5,000 deductible, Sabrina is enrolled in Medicare
rather than having self-only coverage with a $200 deductible. Sabrina is not
an eligible individual. Raj may contribute $5,000 to an HSA while Sabrina
may not contribute to an HSA for 2005.
Example 4-27. Alex, a single individual, does not qualify for catch-up con
tributions. Alex is an eligible individual and has a dependent, Lorri. Alex and
Lorri have family HDHP coverage with a $5,000 deductible. Lorri also has
self-only coverage with a $200 deductible. Alex may contribute $5,000 to an
HSA while Lorri (a dependent) may not contribute to an HSA.

Division of Contribution by Spouses
Code Section 223(b)(5) provides special rules for married individuals and
states that HSA contributions (without regard to the catch-up contribution)
“shall be divided equally between them unless they agree on a different divi
sion.” Thus, spouses can divide the annual HSA contribution in any way they
want, including allocating nothing to one spouse.37
Example 4-28. In 2005, Quinn, an eligible individual, has self-only
HDHP coverage with a $1,200 deductible from January 1 through March 31.
In March, Quinn and Kathy marry. Neither Quinn nor Kathy qualifies for the
catch-up contribution. From April 1 through December 31, 2004 Quinn and
Kathy have HDHP family coverage with a $2,400 deductible. Kathy is an eli
gible individual from April 1 through December 31, 2004. Quinn and Kathy’s
contribution Emit for the nine months of family coverage is $1,800 (nine
months of the deductible for family coverage, 9/12 x $2,400). Quinn and Kathy
divide the $1,800 between them. Quinn’s contribution limit to his HSA for the
three months of single coverage is $300 (three months of the deductible for
self-only coverage, 3/12 x $1,200). The $300 Emit is not divided between Quinn
and Kathy. Kathy can contribute $900 to an HSA and Quinn can contribute
$1200 ($900+ $300).

Coverage Under a Postdeductible Health
Reimbursement Arrangement
A postdeductible HRA that does not pay or reimburse any medical expense in
curred before the minimum annual deductible is satisfied is described in
Revenue Ruling 2004-45. The ruling states that the deductible for the HRA
need not be the same as the deductible for the HDHP, but in no event may the
HDHP or other coverage provide benefits before the minimum annual de

37 IRC § 223(b)(5); Notice 2004-50, Q&A 32, 2004-33 IRB 196; see also Notice 2004-2, Q&A 15, 2004-2 IRB 269.
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ductible is satisfied (generally the lesser of the plan’s deductible or $2,650 for
self-coverage for 2005). When the HDHP and the other coverage do not have
identical deductibles, contributions to the HSA are limited to the lower of the
deductibles. In addition, although the deductibles of the HDHP and the other
coverage may be satisfied independently by separate expenses, no benefits
may be paid by the HDHP or the other coverage before the minimum annual
deductible has been satisfied.38
Example 4-29. In 2005, Alexia has self-only coverage under an HDHP
with a deductible of $2,500. She is also covered under a postdeductible HRA
(as described in Revenue Ruling 2004-45) that pays or reimburses qualified
medical expenses only after $2,000 of the HDHP’s deductible has been satis
fied (that is, if Alexia incurs covered medical expenses of $2,250, the HRA will
pay $250). Because the HRA’s deductible of $2,000 is less than the HDHPs
deductible of $2,500, the individual’s HSA contribution limit is $2,000.

Employer Reporting of Contributions
Employer contributions to an HSA generally must be reported on the em
ployee’s Form W-2, Wage and Tax Statement.39 The IRS has released forms
and instructions, similar to those required for Archer MSAs, on how to report
HSA contributions, deductions, and distributions.40 Special considerations ap
ply to partners and a more than 2 percent shareholder of an S corporation
(discussed later). The report (Form W-2) must be received by January 31 of
the following year.
An employer’s contribution to an HSA is entered in Box 12 of Form W-2
with Code W. Administration and compliance issues are more fully discussed
in Chapter 7.41

Deductions for Contributions Funded by Individuals
Generally, contributions made to an HSA, within permissible limits, by or on
behalf of a taxpayer who is an eligible individual are deductible by a taxpayer
under Code Section 223(a). The deduction is an adjustment to gross income
(that is, an above the line deduction) under Code Section 62(a)(19).42 Thus, for
an “eligible individual,” a deduction is permitted for the taxable year equal to
an amount that is the aggregate amount paid in cash during such taxable
year to an HSA by either the account owner or any other person. Allowable

38 IRC § 223(c)(2)(A)(i); Rev. Rul. 2004-45, § 4, 2004-22 IRB 971.
39 IRC § 6051.
40 Notice 2004-2, Q&A 34,2004-2 IRB 269.
41 Ann 2004-2, 2004-2 IRB 322.
42 Notice 2004-2, Q&A 17, 2004-2 IRB 269.
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contributions are deductible whether or not an eligible individual itemizes de
ductions.43

Practice Pointer: The medical expense deduction is an adjustment to
gross income, but only to the extent that medical and dental expenses
are more than 7.5 percent of adjusted gross income (Form 1040, line
36). The HSA contribution deduction is taken above the line—to arrive
at gross income—and is not subject to the percentage limitation.
The eligible individual cannot also deduct the contribution as a medical
expense deduction under Code Section 213.44

Exclusion of Employer Contributions
If an employer makes a contribution, within permissible Emits, to the HSA on
behalf of an employee who is an eligible individual, the contribution is generally
excluded from the employee’s gross income and wages.45 Special rules ap
ply to partners and to a 2 percent or more shareholder of an S corporation
(discussed later).46 Thus, employer contributions, including any pretax contri
butions through the employer’s cafeteria plan, are not deductible, but instead,
are generally excludable from the employee’s gross income.

Contributions by Self-Employed Individuals
For self-employed individuals, the deduction for making the contribution to
the self-employed’s own HSA is an adjustment to income on his or her per
sonal income tax return. Because it is not a deduction attributable to a trade
or business expense, the deduction is not taken on Form 1040, Schedule C,
Profit or Loss From Business, and is not taken into account when completing
Schedule SE, Self-Employment Tax.47
Example 4-30. Brian, a self-employed individual, after all business ex
penses, has $10,000 of net earnings from self-employment. Brian contributes
$2,000 into his HSA (the amount of the deductible under his HDHP, which he
has had for the entire year). Although he will claim a deduction for $2,000 on
his Form 1040, Brian’s income for self-employment tax purposes will be based
on $10,000 because the contribution is not treated as a trade or business
expense.

43 Notice 2004-2, Q&A 17, 2004-2 IRB 269.
44 Notice 2004-2, Q&A 17, 2004-2 IRB 269.
45 IRC §§ 106(d), 223(a).
46 See IRC § 1372(b) defining the term 2 percent shareholder.
47 Notice 2004-50, Q&A 84,2004-33 IRB 196.
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C Corporation Contribution to a Nonemployee Shareholder
If a C corporation makes a contribution to the HSA of a shareholder who is
not an employee of the C corporation, the contribution will be treated as a dis
tribution under Code Section 301, regarding distributions of property. The dis
tribution is treated as a dividend to the extent the C corporation has earnings
and profits. The portion of the distribution that is not a dividend is applied
against and reduces the adjusted basis of the stock. To the extent the amount
of the distribution exceeds the adjusted basis of the stock, the balance is
treated as gain from a sale or exchange of property.48

Contributions by Family Members
Contributions made by a family member (or other person) on behalf of an eli
gible individual to an HSA (which are subject to the limits described previ
ously in this chapter) are deductible by the eligible individual in computing
adjusted gross income (whether or not the eligible individual itemizes deduc
tions).49

No Deduction for Dependent
An individual who may be claimed as a dependent on another person’s tax re
turn is not an eligible individual and may not deduct contributions to an
HSA.50

Community Property Rules
HSA limitations are determined without regard to community property
rules.51

Employer Contributions
The employer of any eligible individual is permitted to make contributions to
an HSA on behalf of the account owner.

48 Notice 2004-50, Q&A 88,2004-33 IRB 196.
49 Notice 2004-2, Q&A 18,2004-2 IRB 269.
50 IRC § 223(b)(6); Notice 2004-2, Q&A 18,2004-2 IRB 269.
51 IRC § 223(d)(4)(D).
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Combined Limits
The combined contribution limit to an HSA from all sources (the account
owner, a family member, or an employer) cannot exceed the maximum allow
able amount for the eligible individual.

Note. If the employer chooses to make HSA contributions, the employer is
required to make comparable HSA contributions for all participating employ
ees (that is, eligible employees with comparable coverage) during the same pe
riod unless contributions are made through a cafeteria plan (discussed later).

Treatment of Employer Payments
Employer payments to an HSA are generally excluded from an employee’s
gross income (see below). However, to the extent an employer’s payments to
an HSA exceed the limits that may be contributed annually (that is, generally
the lower of the annual deductible under the HDHP or the $2,650/$5,250
statutory limit), the payments are not treated as employer-provided coverage
for medical expenses under an accident or health plan under Code Section
106(d). Thus, any amount paid by an employer to an HSA would be treated as
the payment of compensation to the employee and included in the individual’s
gross income in the taxable year for which the amount was contributed.52 Al
though a self-employed individual is an employee within the meaning of Code
Section 401(c)(1), the over-contribution does not receive compensation treat
ment when involving a self-employed person since wages are not involved.

Employer Responsibility
Apart from the allowable contribution, with respect to specific employee’s eli
gibility, the employer is only responsible for determining:53
1.

Whether the employee is covered under an HDHP (and the deducti
ble) or low deductible health plan or plans (including health FSAs and
HRAs) sponsored by that employer; and

2.

The employee’s age (for catch-up contributions).

Note. If the employer chooses to make HSA contributions, the employer is
required to make comparable HSA contributions for all participating employ
ees (that is, eligible employees with comparable coverage during the same pe
riod).
An employer may rely on the employee’s representation about his or her
date of birth.54
52 IRC §§ 106(d)(1), 223(d)(4)(C).
53 Notice 2004-50, Q&A 81,2004-33 IRB 196.
54 Notice 2004-50, Q&A 81,2004-33 IRB 196.
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The individual who establishes the HSA is responsible for determining
whether the distributions are used exclusively for the payment of qualified
medical—so as to be excludable from gross income (see Chapter 6).55

Exclusion and Deductibility of Employer Contributions
In the case of an employee who is an eligible individual, employer contribu
tions (provided they are within the limits described previously in this chapter)
to an employee’s HSA are treated as an employer-provided coverage for medi
cal expenses under an accident or health plan and are excludable from the
employee’s gross income.56

Cafeteria Plans
Contributions to an employee’s HSA through a cafeteria plan are treated as
employer contributions. However, since pre-tax deferrals through cafeteria
plans are not part of taxable income reported in Box 1 of Form W-2, an em
ployee does not get a deduction for these contributions when made to his or
her HSA.57 Deductions are authorized when contributions are made from af
ter-tax dollars, that is, amounts included in gross income in an employee’s tax
return.

Railroad Retirement Taxes
Employer contributions to an HSA are not generally subject to the Railroad
Retirement Tax Act. For purposes of the Railroad Retirement Act, the term
compensation does not include any payment made to or for the benefit of an
employee if at the time of such payment it is reasonable to believe that the
employee will be able to exclude the funds used for the contributions from an
employee’s gross income under Code Section 106(d), regarding the exclusion of
employer contributions to accident and health plans.58

Wage Withholding on Income
Employer contributions are not subject to withholding from wages for federal
income tax purposes if it is reasonable to believe at the time of payment that
the employee will be able to exclude the funds used for the contributions from
an employee’s gross income under Code Section 106(d), regarding the exclu
sion of employer contributions to accident and health plans.59

Federal Insurance Contributions Act Taxes
Employer contributions to an HSA are not subject to the Federal Insurance
Contributions Act (FICA) taxes. In addition, employer contributions made un

55 Notice 2004-2, Q&A 30,2004-2 IRB 269.
56 Notice 2004-2, Q&A 19,2004-2 IRB 269.
57 Notice 2004-2, Q&A 19,2004-2 IRB 269.
58 IRC §§ 106(b)(2), 106(d), 3231(e)(ll); Notice 2004-2, Q&A 19,2004-2 IRB 269.
59 IRC § 3401(a)(21), 3401(a)(22); Notice 2004-2, Q&A 19,2004-2 IRB 269.
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der a cafeteria plan are not subject to FICA taxes if such payment would not
be treated as wages without regard to such plan and it is reasonable to believe
that if Code Section 125 applied, that section would not treat any wages as
constructively received.60

Federal Unemployment Tax Act Taxes
Employer contributions are not subject to Federal Unemployment Tax Act
(FUTA) taxes if it is reasonable to believe at the time of payment that the em
ployee will be able to exclude such payment from income under Code Section
106(d) regarding the exclusion of employer contributions to accident and
health plans from an employee’s gross income 61

No Deduction for Employer Contributions
An employee may not deduct employer contributions made on his or her be
half on his or her federal income tax return, either as HSA contributions or as
medical expense deductions under Code Section 213.62

Tax Treatment of an HSA
An HSA is generally exempt from tax (like an IRA or Archer MSA), unless it
has ceased to be an HSA (see Chapter 6 regarding prohibited transactions).
Earnings on amounts in an HSA are not includable in gross income while held
as an HSA (that is, inside buildup is not taxable).63 See Chapter 6 regarding
the taxation of distributions from the HSA.
An HSA is, however, subject to tax on its unrelated business taxable in
come under Code Section 511. Although there is a specific exemption of
$1,000, this tax may apply if the account is used for purposes inconsistent
with its exempt purpose (for example, an HSA engaged in the operation of a
grocery store, as opposed to an investment in stock of an unrelated company
operating a grocery store).64

Note. An employer identification number (EIN) is required for an HSA
required to file a return to report unrelated business taxable income.

60 IRC § 3121(a)(5)(G); Notice 2004-2, Q&A 19, 2004-2 IRB 269.
61 IRC §§ 106(b)(2), 106(d), 3306(b)(18); Notice 2004-2, Q&A 19, 2004-2 IRB 269.
62 Notice 2004-2, Q&A 19,2004-2 IRB 269.
63 IRC § 223(e)(1); Notice 2004-2, Q&A 20, 2004-2 IRB 269.

64IRC§§ 223(e)(1), 511, 512.
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Timing of HSA Contributions
Contribution Deadline
Contributions for the taxable year can be made at any time before the time
prescribed by law (without extensions) for filing the eligible individual’s fed
eral income tax return for that year, but not before the beginning of that year.
For calendar year taxpayers, the deadline for contributions to an HSA is gen
erally the taxpayer’s due date of his or her tax return without extension, usu
ally April 15 following the year for which the contributions are made. Al
though the annual contribution is determined monthly, the maximum contri
bution may be made on the first day of the year.65 Excess contributions are
discussed in the following section.

Example 4-31. Gretta has self-only coverage under an HDHP with a de
ductible of $1,500 and also has an HSA. Gretta’s employer contributes $200 to
Gretta’s HSA at the end of every quarter in 2005 and at the end of the first
quarter in 2006 (March 31, 2006). Gretta can exclude from income in 2005 all
the employer contributions of $1,000 (5 x $200) because Gretta’s exclusion for
all contributions does not exceed the maximum annual HSA contributions.

Excess Contributions
In general, an excess contribution results when contributions to all an indi
vidual’s HSAs exceed the maximum amount that may be deducted under
Code Section 223(a) and excluded from gross income under Code Section
106(d) in a taxable year, collectively.66 An excess could also result from a di
rect transfer or rollover that does not qualify to be rolled over or transferred.

For any year, the term excess contribution to an HSA means the sum of:67
1.

The aggregate amount contributed for the taxable year to the accounts
(other than rollover contribution and direct transfers discussed in
Chapter 5) that is neither excludable from gross income under Code
Section 106(d) regarding employer-provided coverage nor allowable as
an HSA deduction for such year; and

2.

The amount of any excess contribution for the preceding taxable year,
reduced by the sum of:

•

65 Notice 2004-2, Q&A 21,2004-2 IRB 269.
66 IRC § 223(f)(3)(B).
67 IRC §§ 220(f)(5), 223(f)(5), 4973(g)(l)-(2).
68 IRC § 223(f)(2).

Distributions out of the accounts that were included in gross in
come because they were not used for qualified medical expenses,
and68
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The excess (if any) of:
— The maximum amount allowable as an HSA deduction without
regard to the source of contributions, over
— The amount contributed to the accounts for the taxable year.

Note. A contribution that is distributed out of the HSA in a correcting dis
tribution of an excess contribution before the due date (including extensions)
of an individual’s federal income tax return is not treated as an amount con
tributed for the current year.69

No Deduction for Excess Contributions
Contributions by individuals to an HSA, or if made on behalf of an individual
to an HSA, are not deductible to the extent they exceed the limits that may be
contributed.70

Contribution to Ineligible Individual
A contribution by an employer on behalf of an employee who is not an eligible
individual (or that exceeds the amount allowed to be contributed to the HSA)
would be considered taxable wages to the employee and is not deductible by
the employee.71 Unless the amount is corrected, the employee may be subject
to an excess contribution penalty tax.

Excise Tax on Excess Contributions
In general, an excise tax of 6 percent for each taxable year is imposed on the
account owner for excess individual and employer contributions.72

Avoiding the Excess Contribution Penalty Tax
The 6 percent cumulative penalty can be avoided if the excess contributions
for a taxable year and the net income attributable to such excess contributions
(collectively, the “net income distributions”) are paid to the account owner be
fore the last day prescribed by law (including extensions) for filing the account
owner’s federal income tax return for the taxable year. The net income can be
positive or negative.73 The IRS reporting requirement regarding excess contri
butions are discussed in Chapter 7. Correction after the due date is discussed
later.
The net income attributable to the excess contributions is included in the
account owner’s gross income for the taxable year in which the correcting dis
tribution is received. The distribution of the excess contribution itself, how
ever, is not subject to tax as long as the original contribution was made on an

69 IRC § 4973(g).
70 Notice 2004-2, Q&A 22, 2004-2 IRB 269.
71 IRC § 223(a); Notice 2004-2, Q&A 22,2004-2 IRB 269.
72 IRC § 4973(a)(5); Notice 2004-2, Q&A 22, 2004-2 IRB 269.
73 IRC § 223(f)(3)(A)(i).
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after-tax basis by the individual and/or not excluded from income if made by
an employer.74 The net income calculation is performed only on the account
containing the particular contribution being returned.75

Note. If the net income is not distributed in a correcting distribution made
before the tax return due date, the amount distributed, including earnings is
treated as a regular distribution and the 6 percent tax would apply.76

Extension for Timely Filers
If an individual with an excess HSA contribution timely files his or her return
without withdrawing the excess contributions, the individual can still make
the withdrawal no later than six months after the due date of his or her tax
return, excluding extensions. To do so, the individual files an amended return
with “Filed pursuant to section 301.9100-2” written at the top, reports any
related earnings along with the returned contribution on the amended return,
and includes an explanation of the withdrawal. He or she makes any other
necessary changes on the amended return (for example, if contributions were
reported as excess contributions on the original return, the individual includes
an amended Form 5329 reflecting that the withdrawn contributions are no
longer treated as having been contributed).

Calculating Earnings
Earnings attributable to excess HSA contributions are computed in exactly
the same manner as excess IRA contributions under Treasury Regulations
Section 1.408-11.77 Beginning after 2003, the new formula for calculating the
net income on a returned excess contribution under the final regulations is:
Net Income1 = Contribution2 x (ACB3 minus AOB4) / AOB
1 Net Income can be positive or negative.

2 The amount of the contribution that is being returned.
3 The Adjusted Closing Balance (see following section).
4 The Adjusted Opening Balance (see following section).

Adjusted Closing Balance
The Adjusted Closing Balance (ACB) is the fair market value of the HSA at
the end of the computation period plus the amount of any distributions or
transfers made from the HSA during the computation period discussed below.
Thus, the ACB is the value just before the distribution or recharacterization.

74 IRC § 223(f)(3)(A); Notice 2004-2, Q&A 22, 2004-2 IRB 269.
75 Treas. Reg. § 1.408-11; T.D. 9056, Explanation of Provisions (68 Fed. Reg. 22 586-22 590).
76 IRC § 223(f)(3)(A)(ii).
77 Notice 2004-50, Q&A 34, 2004-33 IRB 196; see, too, Notice 2004-2, Q&A 22, 2004-2 IRB 269.
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Adjusted Opening Balance
The Adjusted Opening Balance (AOB) is the fair market value of the HSA at
the beginning of the computation period plus the amount of any contributions
(including the contribution that is being returned) or transfers made to the
HSA during the computation period.
Where a series of regular contributions were made, the contribution being
returned is deemed to be the last contribution made, up to the amount of the
contribution identified as the amount to be distributed.
Note. The final regulations do not clarify whether the individual or trus
tee (or custodian) is responsible for calculating the net income on an excess
contribution. Some trustees (and custodians) do not perform this computation.

Computation Period
The computation period is the period beginning immediately before “the time”
that the contribution being returned was made to the HSA and ending imme
diately before the removal of the contribution.
Caution: The preamble to the final regulations implies that if the ac
count is valued on a daily basis, for purposes of determining the AOB,
the computation period begins the exact day before the contribution
that is being returned was made. If the account is not valued on a daily
basis, for purposes of determining the AOB, the fair market value at
the beginning of the computation period is deemed to be the most re
cent, regularly determined, fair market value of the account as of a
date that coincides with or precedes the first day of the computation pe
riod (that is, the most recent statement value).

Correcting Excess After Due Date
Unless the timely filer extension previously explained is availed of, the excess
contribution amount will be taxable, and absent an exception, also subject to
the 6 percent and possibly the 10 percent penalty tax (see Chapter 7). If the
correction is made before the due date of the return or within the timely filer
extension rules, the 6 percent penalty will not apply to the excess contribu
tion, but the 10 percent penalty may apply to distributed earnings if an excep
tion is not met. After the due date of the return, the correcting distribution
rules do not provide for or require that net earnings (whether positive or nega
tive) be distributed.
Example 4-32. Marleen, an eligible individual, made an excess contribu
tion into an HSA of $300 for 2005. She removes $310, the excess contribution
and net income thereon, on February 10, 2006. The net income of $10 is tax
able in 2006. The returned excess of $300 is not subject to income tax or the 10
percent penalty. The net income ($10), however, may be subject to the 10 per
cent penalty. The 6 percent penalty does not apply for 2005 because the excess
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amount was withdrawn (with net income) before the due date of Marleen’s
federal income tax return (including extensions).

Example 4-33. Hank, an eligible individual, made an excess contribution
into an HSA of $500 for 2005. His federal income tax return is due on Mon
day, April 17, 2006. He does not have a filing extension. Assume Hank re
moves $600 (the excess contribution plus another $100 related to earnings) on
April 25, 2006. The correcting distribution (made after April 17) was not
timely made. Hank must pay a 6 percent penalty tax on the $500 excess con
tribution. Unless the amount is used to pay for qualified medical expenses, the
amount distributed, $600, will also be taxable, and unless an exception ap
plies, also subject to a 10 percent penalty tax. Assuming no excess contribu
tions are made for 2006, the 6 percent excess contribution penalty tax will no
longer apply in respect to 2005.

Contributions Mistakenly Made
An individual may not elect to treat a distribution as a correction of an excess
contribution unless the individual’s contribution limit is exceeded.78 Any such
withdrawal is deemed a withdrawal for nonqualified medical expenses and in
cludable in the individual’s gross income. The 10 percent additional tax also
applies, unless otherwise excepted (see Chapter 5).79

ERISA Considerations
An employer can make contributions to the HSA of an eligible individual
without being considered to have established or maintained the HSA as a
plan covered under the Employee Retirement Income Security Act of 1974
(ERISA), provided that the employer’s involvement with the HSA is limited.
ERISA issues are more fully discussed in Chapter 8.80

COBRA Continuation Coverage
An employer’s contribution to an HSA is not considered to be part of a group
health plan.81 Thus, an employer is not required to make continuation cover
age under the Consolidated Omnibus Reconciliation Act (COBRA) available
with respect to an HSA.82 It should be noted, however, that an ERISA-covered
HSA (that is, an employee welfare benefit plan) may be subject to COBRA (see
Chapter 8).83
78 Notice 2004-50, Q&A 35,2004-33 IRB 196.
79 Notice 2004-50, Q&A 35, 2004-33 IRB 196.
80 DOL Reg § 2510.3-1(j)(l)-(4); see, also, DOL Reg. § 2509.99-1 relating to payroll deduction IRAs.
81 IRC § 106(b)(5), 106(d)(2); see also, Treas Reg § 54.4980B-2, A-l, regarding Archer MSAs.
82 Notice 2004-2, Q&A 35, 2004-2 IRB 269.
83 ERISA §607(i).
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Funded Welfare Benefit Plan Excise Tax
Contributions by an employer to an HSA are not subject to the rules under
Code Section 419 regarding funded welfare benefit plans. An HSA is a trust or
custodial account that is exempt from tax under Code Section 223. Thus, an
HSA is not a fund under Code Section 419(e)(3) and, therefore, is not a welfare
benefit fund under Code Section 419(e)(1).84 Neither are contributions subject
to the excise tax with respect to funded welfare benefit plans that provide dis
qualified benefits.85

Minimum Funding Standards
Code Section 412 regarding minimum funding standards only applies to cer
tain types of qualified plans under Code Sections 401(a) or 403(a).86 Thus,
employer contributions to an HSA are not subject to the excise tax relating to
minimum funding standards.87

Nondeductible Penalty Tax
The excise tax under Code Section 4972 on nondeductible employer contribu
tions does not apply to an HSA.88 It should be noted, that employer contribu
tions to an HSA are generally excluded from an employee’s gross income.

Employer Participation
Comparability of Employer Contributions
In general, if an employer chooses to make HSA contributions, the employer is
required to make comparable HSA contributions for all participating employ
ees (that is, eligible employees with comparable coverage, explained later)
during the same period.89
If during a calendar year, an employer contributes to the HSA of any em
ployee covered under an HDHP provided by the employer, the employer is re
quired to make comparable contributions to all eligible individuals with cov
erage under any HDHP provided by the employer. An employer that contrib
utes to the HSAs of employees with coverage under the HDHP provided by
the employer is not required to make comparable contributions to HSAs of

84 Notice 2004-2, Q&A 36, 2004-2 IRB 269.
85 IRC § 4976(a)(1).
86 IRC § 412(a).
87 IRC §§ 412(a), 4971(a).
88 IRC §§ 4972(a), 4972(d).
89IRC§4980G.
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employees who are not covered under the HDHP provided by the employer.
However, an employer that contributes to the HSA of any eligible individual
with coverage under any HDHP, even if that coverage is not an HDHP pro
vided by the employer, must make comparable contributions to all eligible in
dividuals whether or not covered under an HDHP provided by the employer.90

Comparable Contributions
A comparable HSA employer contribution is (1) the same dollar amount or (2)
the same percentage of the annual deductible under the high deductible
health plan covering the employees divided into groups of “comparable cover
age.” Special HSA comparability rules apply contributions made to cafeteria
plans (discussed later).

Example 4-34. Interocitor offers an HDHP to its full-time employees.
Most full-time employees are covered under Interocitor’s HDHP and Interoci
tor makes comparable contributions only to the HSAs of its employees who
are also covered under the HDHP sponsored by Interocitor. Daniel, a full-time
employee and an eligible individual, is covered under his spouse’s HDHP and
not under the Interocitor HDHP. Interocitor is not required to make compara
ble contributions to Daniel’s HSA.
Example 4-35. Fly-by-Night does not offer an HDHP. Several full-time
employees, who are eligible individuals, have HSAs. Fly-By-Night contributes
to these employees’ HSAs. Fly-by-Night must make comparable contributions
to the HSAs of all full-time employees who are eligible individuals.
Example 4-36. Giants offers an HDHP to its full-time employees. Most
full-time employees are covered under Giants’ HDHP and Giants makes com
parable contributions to these employees’ HSAs and also to HSAs of full-time
employees not covered under the employer’s HDHP. Jasmine, a full-time em
ployee and an eligible individual, is covered under her spouse’s HDHP and not
Giants’ HDHP. Giants must make comparable contributions to Jasmine’s
HSA.

Testing Period
To satisfy the comparability rule in Code Section 4980G, an employer must
make comparable contributions for the calendar year to HSAs of employees
who are eligible individuals.91

Matching Contributions
Be careful. If all employees who are eligible individuals do not contribute the
same amount to their HSAs and, consequently, do not receive comparable
matching contributions to their HSAs, the Code Section 4980G comparability
90 Notice 2004-50, Q&A 53,2004-33 IRB 196; see, too, Notice 2004-2, Q&A 32, 2004-2 IRB 269.
91 IRC §§ 4980E(d), 4980G; Notice 2004-50, Q&A 52, 2004-33 IRB 196.
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rules are not satisfied, notwithstanding that the employer offers to make
available the same contribution amount to each employee who is an eligible
individual (but see comparability under a cafeteria plan, later in this chap
ter).92

Example 4-37. Sample Company offers employees the ability to make
HSA contributions through a payroll-deduction program. Don contributes
$1,000 and John contributes $500 on an after-tax basis through the payroll
deduction program. No employer contributions are being made; therefore, the
comparability rules do not apply.
Example 4-38. Same facts as in the preceding example, except Sample of
fers to match employee contributions on a dollar-for-dollar basis. The contri
butions are not comparable; thus the comparability rules are not satisfied.

Example 4-39. Same facts as in Example 4-38, except Don and John both
contribute $1,000 and there are no other eligible employees eligible to make
HSA contributions. The comparability rules are satisfied because all eligible
employees are making identical contributions and receive identical matching
contributions.

Comparability of Contributions Made Through a Cafeteria Plan
The comparability rules do not apply to contributions made through a cafete
ria plan.93 Thus, for example, where matching contributions (that is, employer
contributions that are equal to or a percentage of the employee’s contribution)
are made by an employer through a cafeteria plan, the contributions are not
subject to the comparability rules of Code Section 4980G. However, contribu
tions, including matching contributions, to an HSA made under a cafeteria
plan are subject nondiscrimination rules (eligibility rules, contributions and
benefits tests, and key employee concentration tests) of Code Section 125.94

Contingent Eligibility
If an employer conditions contributions by the employer to an employee’s HSA
on an employee’s participation in health assessments, disease management
programs, or wellness programs and makes the same contributions available
to all employees who participate in the programs, the contributions may still
not satisfy the Code Section 4980G comparability rules. If all eligible employ
ees do not elect to participate in all the programs and, consequently, all em
ployees who are eligible individuals do not receive comparable contributions to
their HSAs, the employer contributions fail to satisfy the Code Section 4980G
comparability rules.95
92 Notice 2004-50, Q&A 46,2004-33 IRB 196.
93 Medicare Prescription Drug, Improvement, and Modernization Act of 2003, Conf. Rep. No. 391, 108th Cong., 1st Sess. 840 (2003); Notice
2004-2, Q&A 32, 2004-2 IRB 269.
94 Notice 2004-50, Q&A 46,2004-33 IRB 196; see, too, IRC § 125(b), (c) and (g); see, also, Prop. Treas. Reg. § 1.125-1, Q&A 19.
95 Notice 2004-50, Q&A 48, 2004-33 IRB 196.
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The comparability rules under Code Section 4980G, however, do not apply
to employer contributions to an HSA through a cafeteria plan.96 For example,
if under the employer’s cafeteria plan, employees who are eligible individuals
and who participate in health assessments, disease management programs, or
wellness programs receive an employer contribution to an HSA, unless the
employee elects cash, the contributions are not subject to the Code Section
4980G comparability rules.

Age-Based Employer Contributions
The comparability rules may not be satisfied if employer contributions are
only made to eligible individuals who have attained a specified age. If an em
ployer offers to make available additional HSA contributions to all employees
who are eligible individuals and who have attained a specified age (or, for ex
ample, who qualify to make catch-up contributions), the comparability rules
will only be satisfied if all employees who are eligible individuals do not meet
the age requirement or do not qualify to make catch-up contributions.97

Comparable Coverage
An employer contributing to HSAs of employees who work full-time for less
than 12 months satisfies the comparability rules if the contribution amount is
comparable when determined on a month-to-month basis.
Example 4-40. An employer contributes $240 to the HSAs of each fulltime employee who works the entire calendar year; the employer must con
tribute $60 to the HSA of a full-time employee who works three months of the
year.98 The comparability rule is applied separately to part-time employees.

In general, if an employer makes HSA contributions, the employer must
make available comparable contributions on behalf of all comparable partici
pating employees (that is, eligible employees with comparable coverage) dur
ing the same period. Contributions are considered comparable if they are ei
ther the same amount or same percentage of the deductible under the HDHP.
However, the comparability rule is applied separately to part-time employees
(that is, employees who are customarily employed for fewer than 30 hours per
week).99
Example 4-41. Kitten Corporation offers its collectively bargained em
ployees three health plans, including an HDHP with self-only coverage and a
$2,000 deductible. For each employee electing the HDHP self-only coverage,
Kitten contributes $1,000 per year on behalf of the employee to an HSA. Kit
ten makes no HSA contributions for employees who do not elect the HDHP.
Kitten’s plans and HSA contributions satisfy the comparability rule.
96 Notice 2004-50, Q&A 49,2004-33 IRB 196.
97 Notice 2004-50, Q&A 50,2004-33 IRB 196.
98 IRC §§ 4980E(d)(2)(B), 4980G(b).
99 Notice 2004-2, Q&A 32, 2004-2 IRB 269.
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Note. The comparability rules do not apply to amounts rolled over from an
employee’s HSA or Archer MSA, or to contributions made through a cafeteria
plan.100

After-Tax Contributions
If an employee requests that his or her employer deduct after-tax amounts
from the employee’s compensation and forward these amounts as employee
contributions to the employee’s HSA, the Code Section 4980G comparability
rules do not apply. Code Section 106(d) provides that amounts contributed by
an employer to an eligible employee’s HSA shall be treated as employerprovided coverage for medical expenses and excludable from the employee’s
gross income up to the limit in Code Section 223(b). After-tax employee con
tributions to the HSA are not subject to Code Section 4980G because they are
not employer contributions under Code Section 106(d).101

Lack of Comparability Penalty Tax
If employer contributions do not satisfy the comparability rule during a pe
riod, the employer is subject to an excise tax equal to 35 percent of the aggre
gate amount contributed by the employer to HSAs for that period.102

Tax Treatment of Contributions
IRS Reporting by Individuals
Form 8889, Health Savings Accounts (HSAs), is used to report HSA contribu
tions (including those made on the account owner’s behalf and employer con
tributions). Form 8889 is also used to report distributions from an HSA. The
taxpayer’s deduction for contributions to an HSA is claimed on Form 1040,
line 28.
Note. The maximum HSA contribution deduction is effectively reduced on
Form 8889 for employer contributions to an HSA that are excluded from the
employee’s gross income.

Form 8889 is filed as an attachment to the taxpayer’s federal income tax
return, Form 1040. All contributions, including cafeteria plan pretax contribu
tions, made for the year (including those made after the end of the year desig
nated as made for the prior year) must be included on Form 8889. Contribu
tions made by an employer, although generally excluded from an employee’s
gross income, must also be reflected on the form.

100 Notice 2004-2, Q&A 32, 2004-2 IRB 269.
101 Notice 2004-50, Q&A 54,2004-33 IRB 196.
102 IRC §§ 4980E(b), 4980G; Notice 2004-2, Q&A 32,2004-2 IRB 269.
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Note. The amount contributed during the year will be reflected on Form
5498-SA, HSA, Archer MSA, or Medicare+Choice MSA Information, that is
received from the trustee or custodian of the HSA. An employer’s contribution
(if any) will be shown in Box 12 of Form W-2, Wage and Tax Statement, and
coded W.

Individual Must File Form 8889
Form 8889, Health Savings Accounts (HSAs), must be filed by an individual if
any of the following apply:

•

The individual made contributions for the year.

•

The individual’s employer made contributions (even if through a cafe
teria plan or FSA on a pre-tax basis).

•

Someone on the individual’s behalf (including an employer) made con
tributions for the year.

•

The individual received distributions from an HSA during the year.

•

The individual acquired an interest in an HSA because of the death of
the account owner (the account holder).

Partnership Considerations
A partnership may make contributions to an HSA on behalf of a partner or
guaranteed payment partner. See examples in the following sections.

Generally, when an employer makes a contribution, within permissible
limits, to the HSA on behalf of an employee who is an eligible individual, the
contribution is excluded from the employee’s gross income and wages.103 How
ever, contributions by a partnership to a bona fide partner’s HSA are not
treated as contributions by an employer to the HSA of an employee.104

Treatment of Contributions—Partnerships
Distributions Under IRC Section 731
Contributions by a partnership to a partner’s HSA that are treated as distri
butions to the partner under Code Section 731 (regarding the extent of recog
nition or gain or loss on partnership distributions):

1.

Are not deductible by the partnership;

2.

Do not affect the distributive shares of partnership income and deduc
tions;

3.

Are reported by the partnership as distributions of money on Form
1065, Schedule K-l, Partner’s Share of Income, Credits, Deductions,
etc.;105

103 IRC § 106(d).
104 See Rev. Rul. 69-184,1969-1 CB 256.
105 See Rev. Rul. 91-26,1991-1 CB 184, analysis of situation 1, last paragraph.
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4.

Are not included in the partner’s net earnings from self-employment
(NESE) under Code Section 1402(a) because the distributions under
Code Section 731 do not affect a partner’s distributive share of part
nership income or loss under Code Section 702(a)(8); and

5.

Are deductible by the partner to the extent of allowable contributions
made to the partner’s HSA during the taxable year as an adjustment
to gross income on his or her federal income tax return provided the
partner is an eligible individual (generally has an HSA and is covered
under a HDHP).106

Guaranteed Payments Under IRC Section 707(c)
Contributions by a partnership to a partner’s HSA for services rendered to the
partnership that are treated as guaranteed payments under Code Section
707(c) are:

1.

Deductible by the partnership under Code Section 162 regarding trade
or business expenses, provided the requirements of that section are
satisfied taking into account the rules of Code Section 263 (regarding
capital expenditures).107

2.

Included in a partner’s gross income. The contributions are not excludible from the partner’s gross income under Code Section 106(d)
because the contributions are treated as a distributive share of part
nership income under Treasury Regulations Section 1.707-l(c) for
purposes of all Code Sections other than Code Sections 61(a) and
162(a).108

3.

Reported as guaranteed payments on Form 1065, Schedule K-l, Part
ner’s Share of Income, Credits, Deductions, etc.109

4.

Included in the partner’s net earnings from self-employment under
Code Section 1402(a) on the partner’s Schedule SE (Form 1040). The
contributions are guaranteed payments that are derived from the
partnership’s trade or business, and are for services rendered to the
partnership.110

5.

Deductible by the partner to the extent of the allowable contributions
made to the partner’s HSA during the taxable year as an adjustment
to gross income on his or her federal income tax return, provided the
partner is an eligible individual (generally has an HSA and is covered
under a HDHP).111

106 IRC §§ 62(a)(19), 223(a).
107 IRC §§ 162(a), 707(c); Notice 2005-8, Q&A 2, 2005-4 IRB 368; see Rev. Rul. 69-184,1969-1 CB 256.
108 IRC §§ 106(d), 707(c); See Rev. Rul. 91-26, 1991-1 CB 184; Notice 2005-8, Q&A 2, 2005-4 IRB 368.
109 Notice 2005-8, Q&A 1,2005-4 IRB 368.
110 Notice 2005-8, Q&A 2,2005-4 IRB 368.

111 IRC §§ 62(a)(19), 223(a), 223(c)(1); Notice 2005-8, Q&A 2,2005-4 IRB 368.
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Example 4-42. Partnership is a limited partnership with three equal in
dividual partners, Garth (a general partner), Lou (a limited partner), and
Laszlo (a limited partner). Laszlo is to be paid $500 annually for services ren
dered to Partnership in his capacity as a partner and without regard to Part
nership income (a guaranteed payment under Code Section 707(c)). The $500
payment to Laszlo is derived from Partnership’s trade or business. Partner
ship has no employees. Garth, Lou, and Laszlo are eligible individuals (as de
fined in Code Section 223(c)(1)) and each has an HSA. During Partnership’s
Year 1 taxable year, Partnership makes the following contributions: a $300
contribution to each of Garth’s and Lou’s HSAs, which are treated by Partner
ship as Code Section 731 distributions to Garth and Lou; and a $500 contribu
tion to Laszlo’s HSA in lieu of paying Laszlo the guaranteed payment directly.

Partnership’s contributions to Garth’s and Lou’s HSAs are not deductible
by Partnership and, therefore, do not affect Partnership’s calculation of its
taxable income or loss.112 Garth and Lou are entitled to an above-the-line de
duction, under Code Sections 223(a) and 62(a)(19), for the amount of the con
tributions made to their individual HSAs. The section 731 distributions to
Garth’s and Lou’s individual HSAs are reported as cash distributions to Garth
and Lou on Garth’s and Lou’s Schedule K-l (Form 1065). The distributions to
Garth’s and Lou’s HSAs are not includible in Garth’s and Lou’s net earnings
from self-employment under Code Section 1402(a), because distributions un
der Code Section do not affect a partner’s distributive share of the partner
ship’s income or loss under Code Section 702(a)(8).
Partnership’s contribution to Laszlo’s HSA that is treated as a guaranteed
payment under Code Section 707(c) for services rendered to the partnership is
deductible by Partnership under Code Section 162 (if the requirements of that
section are satisfied (taking into account the rules of Code Section 263)) and is
includible in Laszlo’s gross income. The contribution is not excludable from
Laszlo’s gross income under Code Section 106(d) because the contribution is
treated as a distributive share of partnership income for purposes of all Code
Sections other than sections 61(a) and 162(a), and a guaranteed payment to a
partner is not treated as compensation to an employee.113 The payment to
Laszlo’s HSA should be reported as a guaranteed payment on Schedule K-l
(Form 1065). Because the contribution is a guaranteed payment that is de
rived from the partnership’s trade or business and is for services rendered to
the partnership, the contribution constitutes net earnings from self
employment to Laszlo under Code Section 1402(a), which should be reported
on Schedule SE (Form 1040). Laszlo is entitled under Code Sections 223(a)
and 62(a)(19) to deduct as an adjustment to gross income the amount of the
contribution made to Laszlo’s HSA.

112 See Rev. Rul. 91-26,1991-1 CB 184.
113 See Rev. Rul. 91-26,1991-1 CB 184.
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S Corporation Consideration
Under Code Section 1372, for purposes of applying the provisions of Subtitle A
that relate to fringe benefits, an S corporation is treated as a partnership.114

Contribution to an HSA of a 2 Percent Shareholder-Employee
Under Code Section 1372, for purposes of applying the provisions of Subtitle A
that relate to fringe benefits, a 2 percent shareholder of the S corporation is
treated as a partner of such partnership.115
Practice Pointer: The term 2 percent shareholder means any person
who owns, or is considered to own through attribution, on any day
during the taxable year of the S corporation more than 2 percent of the
outstanding stock of such corporation or stock possessing more than 2
percent of the total combined voting power of all stock of such corpora
tion.116 The attribution rules of Code Section 318 are used for the pur
pose of determining ownership.

When an S corporation, which is treated as a partnership, makes contri
butions to an HSA of a 2 percent shareholder-employee in consideration for
services rendered, the contributions are:

1.

Treated as guaranteed payments under Code Section 707(c).117

2.

Deductible by the S corporation under Code Section 162, provided the
requirements of that section are satisfied taking into account the rules
of Code Section 263 (regarding capital expenditures).118

3.

Includible in the 2 percent shareholder-employee’s gross income. A 2
percent shareholder-employee is not entitled to exclude these contri
butions from gross income under Code Section 106(d).119

4.

Treated as paid to an employee and are subject to FICA tax. However,
if the requirements for the exclusion under Code Section 3121(a)(2)(B)
are satisfied (as previously discussed), the S corporation’s contribu
tions to an HSA of a 2 percent shareholder-employee are not wages
subject to FICA tax, even though the amounts must be included in
wages for income tax withholding purposes on the 2 percent share
holder-employee’s Form W-2, Wage and Tax Statement.120

114 IRC § 1372(a)(1), 1372(b).
115 IRC § 1372(a)(2), 1372(b); Notice 2005-8, Q&A 3,2005-4 IRB 368.
116 IRC § 1372(b).
117 IRC §§ 707(c), 1372(a).
118 IRC §§ 162(a), 707(c); Notice 2005-8, Q&A 3, 2005-4 IRB 368.
119 See Rev. Rul. 91-26,1991-1 CB 184.
120 Notice 2005-8, Q&A 3,2005-4 IRB 368.
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Practice Pointer: Code Section 3121 does not generally include as
wages payments for “medical or hospitalization expenses in connec
tion with sickness or accident disability.”121

5.

Not subject to the Self-Employment Contributions Act (SECA) tax.122

6.

Deductible by the partner under Code Sections 223(a) as an adjust
ment to gross income.123

121 IRC § 3121(a)(2)(B).
122 See Ann 92-16,1992-5 IRB 53, clarifying the FICA (Social Security and Medicare) tax treatment of accident and health premiums paid by
an S corporation on behalf of a 2 percent shareholder-employee.
123 Notice 2005-8, Q&A 3, 2005-4 IRB 368; see Notice 2004-2, Q&A 19,2004-2 IRB 269.
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5
HSA Rollovers and Transfers

This chapter examines rollovers and trustee-to-trustee transfers, which
are generally permitted to be made between health savings accounts
(HSAs) of an account owner or between HSAs of a designated surviv
ing spouse beneficiary. Likewise, the rules relating to rollovers and di
rect transfers between trustees and custodians from an Archer Medical
Savings Account (MSA) to an HSA are also examined. This chapter
also examines nontaxable transfers of an HSA to a surviving spouse
under a divorce or separation instrument. The special rules that apply
to a nonspouse beneficiary or an estate are also included in this chap
ter. The 60-day and special one-year rules applicable to rollovers to and
from HSAs are explained.

General Rules
If the holder receives a distribution from an HSA account, the holder may
generally roll over the distribution, or a portion thereof, into an HSA. The
HSA used to receive the distribution may be the same HSA that made the dis
tribution, or a different HSA may be used. Trustee-to-trustee transfers be
tween HSAs are also permitted.1 The “60-day” and “one rollover per year”
rules are discussed in the following sections.
A distribution from an Archer MSA may generally be rolled over to an
HSA. A nonspouse beneficiary, however, may not roll over a distribution from
an Archer MSA.2

Rollovers are not subject to the annual contribution limits.3 The portion of
a distribution that is not rolled over may be subject to tax and penalty if not
used to pay for qualified medical expenses (see Chapter 6).
A total distribution is not required from the distributing HSA or MSA to
make a rollover contribution into another HSA.4 The entire amount received
1 IRC § 223(f)(5); Notice 2004-2, Q&A 23,2004-2 IRB 269; Notice 2004-50, Q&A 77,2004-33 IRB 196.
2 IRC § 220(f)(5), 220(f)(8).
3 Notice 2004-2, Q&A 23, 2004-2 IRB 269.
4 IRC § 223(f)(5)(A).
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from the first HSA or MSA is not required to be rolled over. Form 8889,
Health Savings Accounts, is used to calculate the taxable portion of an HSA
distribution and any penalties that may apply. For more information, see
Chapter 6.

No Rollovers From IRA, HRA, or FSA Permitted
Rollovers from a traditional IRA, Roth IRA, health reimbursement arrange
ment, or from a health care flexible spending arrangement (FSA) to an HSA
are not permitted.5 This restriction also applies to trustee-to-trustee transfers.

No Deduction Allowed
Although the amount rolled over is generally not included in gross income, an
individual may not claim a deduction for an amount that is rolled over.6

Rollover of Property
Rollover contributions need not be in cash.7 The same property distributed
from the HSA or Archer MSA must be rolled over. Proceeds from the sale of
the property distributed may not be rolled over.8

Right to Transfer
The HSA rules under Internal Revenue Code Section 223 permits the rollover
of amounts in an HSA to another HSA, and transfers from one trustee to an
other trustee. Thus, the trust or custodial agreement may not contain restric
tions on the right to transfer from one HSA to another HSA.9

Acceptance by Trustee or Custodian
An HSA trustee or custodian is not required to accept rollover contributions.10
If they do, rollover contribution restrictions might apply (for example, not ac
cepting property in connection with a rollover contribution).

The One-Year Rule
An HSA owner may make only one rollover contribution to an HSA during a
one-year period.11 The one-year period ends on the date that an amount dis
tributed from an HSA, not included in income by reason of a prior rollover,

5 Notice 2004-2, Q&A 23, 2004-2 IRB 269.
6 IRC §§ 219(d)(2), 223(d)(4)(A).
7 IRC § 223(d)(1)(A); Notice 2004-50, Q&A 73,2004-33 IRB 196.
8 IRC §§ 220(f)(5)(A), 223(f)(5)(A).
9 IRC § 223(f)(5); Notice 2004-50, Q&A 77,2004-33 IRB 196.
10 Notice 2004-50, Q&A 78,2004-33 IRB 196.
11 IRC § 223(f)(5)(B); Notice 2004-23, Q&A 55, 2004 IRB 725.
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was received. Thus, if a rollover is made from an HSA to another HSA, an
other rollover cannot be from either of those HSAs (or any other HSA) until 12
months from the date the individual received the distribution that was rolled
over.12
Practice Pointer: The one-year rule applicable to an HSA is more
restrictive than the one-year rule applicable to a traditional IRA. The
traditional IRA rule limits the number of distributions from the same
IRA that may be rolled over whereas the one-year rule for HSAs apply
to all HSAs.. The IRA rules appear to be based on proposed regula
tions.13
If a second rollover is made before the one-year period has expired, such
subsequent rollover cannot be treated as a tax-free rollover, and may be sub
ject to tax and penalty if not used to pay for qualified medical expenses (see
Chapter 6).14

Example 5-1. Rachel received a distribution from HSA1 on January 15,
2005, that was rolled over to HSA2 within the 60-day period (explained later).
On January 14, 2006, Rachel received another distribution from HSA1 (or
HSA2) and rolled the entire amount distributed into HSA3. Rachel may have
to include the amount she received on January 14, 2006, in income because it
was received within the one-year period that ended on the date that the
amount initially rolled over was received (January 15, 2004). An excess con
tribution to the HSA has been made (see Chapter 4).
Note. Although rollovers between Archer MSAs are also subject to a oneyear rule, it applies separately to rollovers between Archer MSAs.15

Example 5-2. Heathcliff received distributions from an HSA and an
Archer MSA during the same year. Subject to the 60-day rules, both the HSA
and the Archer MSA may be rolled over into an HSA.16 The same HSA may be
used to receive both rollovers.
The one-year period applicable to an HSA would begin when an amount in
the HSA that is subsequently rolled over was withdrawn.

Example 5-3. Lana has only one HSA from which no distributions have
been made. She received a distribution from an Archer MSA and promptly
rolled it over into an HSA. Three weeks later Lana withdrew the balance in

12 Notice 2004-50, Q&A 55,2004-33 IRB 196.
13 Prop. Treas. Reg. § 1.408-4(b)(4)(ii).
14 IRC § 223(f)(5).
15 IRC § 220(f)(5)(B).
16 IRC §§ 220(f)(5), 223(f)(5).
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her HSA and promptly rolled the amount into another HSA. The one-year ap
plicable to rollovers between HSAs has not been violated.
Example 5-4. Same facts as in the preceding example, except Lana sub
sequently received another distribution from her Archer MSA within the oneyear period. She may not roll over any portion of this distribution into either
an HSA or another Archer MSA because the one-year rule applicable to
Archer MSAs has expired.17

The 60-Day Rule
The rollover must be completed within 60 days. To qualify as a rollover, any
amount paid or distributed to the account holder must be paid over to an HSA
within 60 days after the date of receipt of the payment or distribution.18 This
requirement also applies to a spouse beneficiary that inherits an HSA. Similar
rules apply to the rollover of an Archer MSA into an HSA.19
The identical property received in a distribution must be rolled over.
There is no provision that permits property distributed from the HSA to be
sold and the proceeds rolled over in its place.20

Reporting Rollover Contributions
The HSA Owner
The total of all distribution, including rollover contributions, are reported in
Part II, line 12(a), of Form 8889, Health Savings Accounts.

Note. A separate Part II must be completed when a joint return is filed
and each spouse has a “separate HSA.”21 The rollover rules apply to each
spouse, as the HSA account owner.

Include any distributions received in the tax year that qualified as a roll
over contribution to another HSA. These amounts should be shown in box 1 of
Form 1099-SA. Form 8889 is attached to Form 1040, U.S. Individual Income
Tax Return.

17 IRC § 220(f)(5).
18 IRC § 223(f)(5)(A); Notice 2004-23, Q&A 55,2004 IRB 725.
19 IRC § 220(f)(5)(A).
20 IRC § 223(f)(5)(B); see also IRC § 408(d)(3)(A).
21 See Form 8889, Health Savings Accounts, Part II. It does not appear that separate forms are required when a spouse, as designated benefi
ciary, is treated as the account owner.
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Practice Pointer: It may be necessary to complete Form 8853,
Archer MSAs and Long-Term Care Insurance, before completing
Form 8889.
If a person other than the surviving spouse acquires an interest in an
HSA, the account ceases to be an HSA as of the date of death (see Chapter 6).
The fair market value of the HSA becomes taxable to the (nonspouse) benefi
ciary. Earnings on the account after the date of death are reported as income
by the holder of the account. Earnings on the account after death are not sub
ject to the 10 percent additional tax on distribution.

1099 Reporting by Trustee or Custodian
A trustee or custodian that receives a rollover contribution will report the con
tribution on Form 1099-SA, Distributions From an HSA, Archer MSA, or
Medicare Advantage MSA, in box 1. A code identifying the distribution is to be
entered in box 3.

The following distribution codes are used for identifying and reporting
HSA distributions in box 3 of Form 1099-SA, Distributions From an HSA,
Archer MSA, or Medicare Advantage MSA:
1.

Normal distribution

2.

Excess contributions

3.

Disability

4.

Death other than code 6

5.

Prohibited transaction

6.

Death distribution after year of death to nonspouse beneficiary

Form 1099-SA, Distributions From an HSA, Archer MSA, or Medicare
Advantage MSA, must be filed with the IRS and to each person for whom the
trustee or custodian maintained an HSA for the year by May 31.
The trustee or custodian that receives a rollover contribution must report
the amount on line 4 of Form 5498-SA, HSA, Archer MSA, or Medicare Ad
vantage MSA Information.

Note. For reporting purposes, trustee-to-trustee transfers to an HSA from
an Archer MSA or another HSA are not reported.

Reporting Dates
For 2004, Form 5498-SA, HSA, Archer MSA, or Medicare Advantage MSA In
formation, must be filed with the IRS by May 31, 2005, for each person for
whom the trustee or custodian maintains an HSA. A separate Form 5498 is
required for each type of plan.
If a trustee or custodian is required to file Form 5498-SA, a statement
(generally Copy B) must be provided to the participant by May 31, 2005. This
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form may also be used to report the December 31, 2004, fair market value of
the HSA, but information on fair market values must be provided to the ac
count owner by January 31, 2005. Rules regarding fair market value state
ments apply similar to those that apply to Form 5498 for traditional IRAs.

Inherited HSAs
If the spouse is a designated beneficiary of the HSA, the spouse is automati
cally treated as the account owner thereafter.22

Form 8889
If the account owner’s surviving spouse is the designated beneficiary, the HSA
is treated as if the surviving spouse were the account owner. The surviving
spouse completes Form 8889 as though the HSA belonged to him or her.
If the designated beneficiary is not the account owner’s surviving spouse,
or there is no designated beneficiary, the account ceases to be an HSA as of
the date of death. The beneficiary completes Form 8889 as follows.

•

Enter “Death of HSA account owner” across the top of Form 8889.

•

Enter the name(s) and Social Security number as shown on the fed
eral tax return in the spaces provided at the top of the form and skip
Part I of Form 8889.

•

On line 12a, enter the fair market value of the HSA as of the date of
death.

•

On line 13, for a beneficiary other than the estate, enter qualified
medical expenses incurred by the account owner before the date of
death that are paid within one year after the date of death.

•

Complete the remainder of Part II of Form 8889.

If the account owner’s estate is the beneficiary, the value of the HSA as of
the date of death is included on the account owner’s final income tax return.
Complete Form 8889 as described above, except that Part I of Form 8889
should be completed if applicable.
If the account owner’s estate is the beneficiary, the value of the HSA as of
the date of death is included on the account owner’s final income tax return.

HSA Transfers
The rules under Code Section 223(f)(5) limiting the number of rollover contri
butions to one a year do not apply to trustee-to-trustee transfers. Thus, there
is no limit on the number of trustee-to-trustee transfers allowed during a

22 IRC § 223(f)(8)(A).
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year.23 HSA trustees are not required to accept trustee-to-trustee transfers
from an HSA (or an Archer MSA).24 Trustee-to-trustee transfers are not re
ported on either Form 1099-SA or 5498-SA.
Trustee-to-trustee transfers between HSAs are not treated as distribu
tions as long as there is no payment to the account owner or to any medical
services provider. The amount transferred directly is not included in income,
nor deducted as a contribution or included as a contribution on line 12(a) of
Form 8889, Health Savings Accounts (HSAs).
Direct transfers to an HSA from a traditional IRA, Roth IRA, health re
imbursement arrangement, or from a health care FSA to an HSA are not
permitted.25 Only distributions from an HSA or an Archer MSA may be di
rectly transferred into an HSA.

Transfer Incident to Divorce
A transfer incident to divorce or separation agreement can occur between
HSA accounts in a manner similar to IRAs. The transfer must take the form
of a trustee-to-trustee transfer and is not considered a taxable distribution.26

Divorce or Separation Instrument
For HSA purposes, a “divorce or separation instrument” must be:
1.

A decree of divorce or separate maintenance or a written instrument
incident to such a decree;

2.

A written separation agreement; or

3.

A decree requiring a spouse to make payments for the support or
maintenance of the other spouse.

Consequently, if an individual divides his or her HSA under a private
separation agreement that is not incident to either a divorce or a legal separa
tion, the individual will be taxed pursuant to the general rule under Code Sec
tion 223(f).27 The transfer of an individual’s interest in an HSA to an individ
ual’s spouse or former spouse under a divorce or separation instrument de
scribed in Code Section 71(b)(2)(A) is not to be considered a taxable transfer.

23 Notice 2004-50, Q&As 56 and 77,2004-33 IRB 196.
24 Notice 2004-50, Q&A 78,2004-2 IRB 196.
25 Notice 2004-2, Q&A 23, 2004-2 IRB 269.
26 IRC § 223(f)(7).
27 IRC §§ 71(b)(2)(A), 223(f)(7).
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Treatment After Transfer
After a transfer incident to divorce, the HSA is treated as an HSA with re
spect to which such spouse is the account owner.28
Note: If such transfer is done properly, it is not treated as a taxable dis
tribution and the gaining spouse becomes the account owner of the HSA ac
count with respect to the portion transferred pursuant to the divorce.

Health Coverage Tax Credit
The health coverage tax credit under Code Section 35 regarding health insur
ance costs of eligible individuals is not available for premiums paid with taxfree distributions from an HSA.29
The health coverage tax credit is available to certain individuals who re
ceive a pension benefit from the Pension Benefit Guaranty Corporation
(PBGC), are eligible to receive certain Trade Adjustment Assistance (TAA), or
are eligible for the Alternate Trade Adjustment Assistance (ATAA) program.30

28 IRC § 223(f)(7).
29 IRC § 35(g)(3); Rev. Proc. 2004-12, 2004-9 IRB 528.
30 See Pub 502, Medical and Dental Expenses (Including the Health Coverage Tax Credit).
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Distributions

This chapter examines distributions that are made from a Health Sav
ings Account (HSA) and the taxation of those distributions by the re
cipient. The treatment of the account and distributions of the account
to the spouse, estate, or other beneficiary after death are also discussed
in this chapter, as well as the income tax withholding rules. This chap
ter also discusses the return of contributions mistakenly made and the
coordination of HSAs with the medical expense deduction. Distribu
tions resulting from prohibited transactions or upon the account ceas
ing to be an HSA upon a pledge or security for a loan are also dis
cussed in this chapter.

General Rules
An individual is permitted to receive distributions from an HSA at any time.1
There are no rules that require that an HSA be distributed at a stated age.
Thus, an HSA is not subject to any required minimum distributions when the
account owner reaches a stated age (for example, 701/2).
Tax-free distribution status does not depend upon being an eligible indi
vidual (see Chapter 2). Thus, tax-free distributions may still be made from an
HSA to pay or reimburse the qualified medical expenses of an account owner,
spouse, or dependent within the meaning of Internal Revenue Code Section
152, whether or not such individuals are currently “eligible individuals.” For
example, an individual over age 65 and entitled to Medicare benefits or who
no longer has a high deductible health plan (HDHP) can still receive tax-free
treatment as long as the distribution is used to pay qualified medical ex
penses.2 Amounts not used for qualified medical expenses may be subject to a
10 percent additional tax unless an exception applies, such as when the ac
count owner reaches 65.

1 Notice 2004-2, Q&A 24, 2004-2 IRB 269.
2 Notice 2004-2, Q&A 25, 2004-2 IRB 269.
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No Reversion
Because the account owner’s interest in an HSA is nonforfeitable, an employer
may never request a distribution from an employee’s HSA, even to recoup a
portion of a contribution that the employer made to the employee’s HSA in er
ror or where the employee terminates.3

Example 6-1. On January 2, 2005, the Motor Corporation makes the
maximum annual contribution to the HSA of Jake, its only employee’s HSA,
with the expectation that Jake would work for the entire 2005 calendar year.
On February 1, 2005, Jake terminates employment. The employer may not
recoup from Jake’s HSA any portion of the contribution it previously made.

Taxation of Distributions
Distributions from an HSA used exclusively to pay for qualified medical ex
penses of the account owner, his or her spouse, or dependents generally are
excludable from gross income.4 Distributions used for other purposes are in
cludable in the account owner’s gross income and may also be subject to a 10
percent additional tax (discussed later). This tax-free treatment applies to
payments made directly from the HSA to the medical service provider, to
payments from the HSA to the account owner as reimbursement for qualified
medical expenses incurred, or to payments that the account owner uses to pay
the service provider.5
Any amounts distributed from an HSA account that are not used to exclu
sively pay for qualified medical expenses of the account owner, spouse, and
dependent (within the meaning of Code Section 152) are included in the gross
income of the account owner and may be subject to an additional 10 percent
additional tax.6 The account owner must report all distributions from an HSA
that are not used exclusively for qualified medical expenses on Form 8889,
Health Savings Accounts (HSAs). The taxable portion is to be included in the
total on Form 1040, line 21, with “HSA” entered on the dotted line next to line
21.
If applicable, the 10 percent additional tax is reported on Form 8889 and
is filed with Form 1040. The additional tax is reported on line 62, with “HSA”
entered on the dotted line next to line 62.

Caution: Distributions from an HSA for expenses that have been previ
ously paid or otherwise reimbursed from another source or that have
been taken as an itemized deduction must be included in the account

3 IRC § 223(d)(1)(E); Notice 2004-50, Q&A 82,2004-33 IRB 196.
4 IRC § 223(f)(1).
5 IRC § 223(b).
6 Notice 2004-50, Q&A 25, 2004-33 IRB 196.
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owner's gross income and may be subject to a 10 percent additional tax.7
Distributions from an HSA made for expenses reimbursed by another
health plan are not excludable from gross income, whether or not the
other health plan is an HDHP.7 8
As with traditional IRAs, an HSA is a separate trust or custodial account
apart from the taxpayer. Any gains on investments within the HSA are not
taxable to the account holder. In turn, any losses on the assets of the HSA are
not deductible by the taxpayer.

Practice Pointer: The taxation of reimbursements from an HSA are
governed by Code Section 223, and not by Code Section 105 regarding
amounts received under employer-sponsored accident and health
plans or Code Section 106, regarding contributions by employers to
accident and health plans. Thus, it is not necessary to rely on Code
Section 105(b) to exclude an HSA distribution for medical care from
income.

Losses Not Deductible
The account owner is entitled to a deduction (or exclusion, in the case of an
HSA funded through a cafeteria plan) for the allowable HSA contributions
when made; therefore, no loss on investments would be permitted (even if the
account was closed). The basis in an HSA is zero. It could also be argued that
amounts when distributed would not necessarily have been taxable; therefore,
no tax loss resulted and none can be recognized.9

Example 6-2. Josephine establishes an HSA on January 1, 2004, and in
vests her HSA contribution of $3,000 in one of the riskier options offered by
the HSA trustee. Before Josephine withdraws any of the funds, her invest
ment is declared worthless and her HSA account reflects a zero balance. Jose
phine terminates her HSA. Josephine may not claim an investment loss; she
has already received a tax benefit in the form of a deduction for the contribu
tions previously made.
Note. Amounts withdrawn from an HSA for administration and account
maintenance fees (for example, flat administrative fees) will not be treated as
a taxable distribution and will not be included in the account owner’s gross in
come (see Chapter 7).10

7 Notice 2004-50, Q&A 39, 2004-33 IRB 196.
8 Notice 2004-50, Q&A 36,2004-33 IRB 196; see, too, Notice 2004-2, Q&A 26, 2004-2 IRB 269.
9 IRC § 212; Treas. Reg. § 1.212-1.
10 Notice 2004-50, Q&A 69,2004-33 IRB 196.
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Responsibility
The individual who establishes the HSA is responsible for determining
whether the distributions are used exclusively for the payment of qualified
medical expenses, so as to be excludable from gross income.11
Individuals who establish HSAs should maintain records of their medical
expenses sufficient to show that the distributions have been made exclusively
for qualified medical expenses and are therefore excludable from gross in
come.12 It should be noted that employers are not responsible to make a medi
cal expense determination.
Practice Pointer: HSA account holders should not rely on trustees or
custodians to determine whether HSA distributions are used for
qualified medical expenses.

Restrictions on Distributions
As a general rule, an account owner must have the ability to request a with
drawal from the HSA at any time and for any reason. However, a trustee or
custodian may place reasonable restrictions on both the frequency and the
minimum amount of distributions from an HSA. For example, the trustee
may prohibit distributions for amounts of less than $50 or only allow a certain
number of distributions per month. Generally, the terms regarding the fre
quency or minimum amount of distributions from an HSA are matters of con
tract between the trustee and the account owner and should be specified in
the trust or custodial agreement.13

An HSA trust or custodial agreement may not contain a provision that re
stricts HSA distributions to pay or reimburse only the account owner’s quali
fied medical expenses. Thus, the account owner is entitled to distributions for
any purpose and distributions can be used to pay or reimburse qualified medi
cal expenses or for other, nonmedical expenditures. Only the account owner
can determine how the HSA distributions will be used.

HSA Establishment
In general, qualified medical expenses may only be paid or reimbursed by an
HSA if incurred after the HSA has been established.14 A transitional rule was
established for 2004.

11 Notice 2004-2, Q&A 29, 2004-2 IRB 269.
12 Notice 2004-2, Q&A 29, 2004-2 IRB 269.
13 Notice 2004-50, Q&A 80,2004-33 IRB 196.
14 Notice 2004-2, Q&A 26, 2004-2 IRB 269.
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Example 6-3. Zachary, an eligible individual, establishes and contributes
$1,000 to an HSA in 2005. Shortly thereafter, on December 1, 2005, Zachary
incurs a $1,500 qualified medical expense and has a balance in his HSA of
$1,025. On January 3, 2006, he contributes another $1,000 to his HSA,
bringing the balance in the HSA to $2,025. In June, 2006, Zachary receives a
distribution of $1,500 to reimburse him for the $1,500 medical expense in
curred in the prior year (2005). If Zachary can show that the $1,500 HSA dis
tribution in 2006 is a reimbursement for a qualified medical expense that has
not been previously paid or otherwise reimbursed and has not been taken as
an itemized deduction, the distribution is excludable from his gross income.

Example 6-4. Same facts as in the preceding example, except Zachary es
tablished the HSA on December 2, 2005. The expense was incurred before the
HSA was established. The $1,500 distributed to Zachary is includable in
Zachary’s gross income and may be subject to a 10 percent additional tax.

Transitional Rule
Because of the short period between the enactment of HSAs and the effective
date of Code Section 223, many taxpayers who otherwise would be eligible to
establish and contribute to HSAs (that is, generally, individuals covered by an
HDHP) were unable to do so early in 2004 because they were unable to locate
trustees or custodians that were willing and able to open HSAs at that time.
The IRS provided transitional relief.15

For calendar year 2004, qualified medical expenses incurred on or after
the later of January 1, 2004, or the first day of the month the individual be
came eligible for an HSA (that is, covered under the HDHP) may be reim
bursed from the HSA on a tax-free basis, as long as the HSA is established on
or before April 15, 2005. In all other cases, qualified medical expenses may
only be paid or reimbursed by an HSA if incurred after the HSA has been es
tablished.

Both Spouses Have an HSA
In the case of married account beneficiaries, each spouse owns his or her own
HSA (no joint HSA between a married couple is possible) and qualified medi
cal expenses of either spouse may be paid from either HSA. However, both
HSAs may not reimburse the same expenses.16

No Time Limit
There is no time limit for taking a distribution from an HSA to pay for a quali
fied medical expense incurred during any year subsequent to the date the
HSA is established. In other words, a qualified medical expense incurred in
year 1 could provide the basis for a tax-free HSA distribution in year 10. How
ever, the account owner must keep sufficient documentation to later show

15 Notice 2004-25, 2004-15 IRB 727, modifying Notice 2004-2, Q&A 26,2004-2 IRB 269.
16 Notice 2004-50, Q&A 38,2004-50, 2004-33 IRB 196.
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that amounts distributed were used for qualified medical expenses and were
not previously paid or reimbursed from another source or claimed as an item
ized deduction in a prior year.17

Code Section 105(h) Discrimination Rules
A self-insured medical reimbursement plan must satisfy the requirements of
Code Section 105(h). That section is not satisfied if the plan discriminates in
favor of highly compensated individuals (generally, top-paid 25 percent of
workforce) as to eligibility to participate or benefits. Because the exclusion
from gross income for amounts distributed from an HSA is not determined by
Code Section 105(b), but by Code Section 223(b), Code Section 105(h) does not
apply to HSAs.18

Medical Care Paid From an HSA
Qualified medical expenses for purposes of an HSA are those expenses—in
curred by the account owner, his or her spouse, and dependents—that would
generally qualify for the medical and dental expenses deduction under Code
Section 213(a).19 Examples include amounts paid for doctors’ fees, prescription
medicines, and necessary hospital services not paid for by insurance. In addi
tion, nonprescription medicines are also qualified medical expenses (notwith
standing that such amounts are not deductible).20 Qualified medical expenses
and deduction for medical expenses are more fully detailed below. A pre
scribed drug is a drug or biological that requires a prescription from a physi
cian for its use by an individual.

Medical Expenses
Code Section 213(a) allows a deduction for uncompensated expenses for medi
cal care of an individual, the individual’s spouse, or a dependent, to the extent
the expenses exceed 7.5 percent of adjusted gross income. Medical care means
amounts paid for the diagnosis, cure, mitigation, treatment, or prevention of
disease, or for the purpose of affecting any structure or function of the body.21

17 Notice 2004-50, Q&A 39,2004-33 IRB 196.
18 IRC §§ 105(h), 223(b); Notice 2004-50, Q&A 83,2004-33 IRB 196.
19 See IRS Publication 969, Health Savings Accounts and Other Tax-Favored Plans, page 6 (2004); IRS Publication 502, Medical and Dental
Expenses.
20 See Notice 2004-2, Q&A 26,2004-2 IRB 269.
21 IRC § 213(a), 213(d), 213(d)(1).
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Practice Pointer: If an expense is not deductible under Code Section
213(a) because the 7.5 percent threshold is not satisfied, that expense
may still be considered a qualified medical expense for HSA purposes.

Coordination With the Medical Expense Deduction
For purposes of determining the amount of the deduction for medical expenses
under Code Section 213, any payment or distribution from an HSA for quali
fied medical expenses is not treated as an expense paid for medical care.22

The deduction for medical care expenses will be confined strictly to ex
penses incurred primarily for the prevention or alleviation of a physical or
mental defect or illness. Whether an expenditure is “primarily for” medical
care is a question of fact. An expense that is merely beneficial to the general
health of an individual is not an expense for medical care.23
Note, Code Section 262 provides that, except as otherwise expressly pro
vided by the Code, no deduction is allowed for personal, living, or family ex
penses.

Amounts for medical care that can be paid from an HSA include:

1.

The diagnosis, cure, mitigation, treatment, or prevention of disease, or
for the purpose of affecting any structure or function of the body (dis
cussed later);

2.

Expenses for transportation primarily for and essential to medical
care referred to above (discussed later); and

3.

Amounts paid for certain lodging while away from home primarily for
and essential to medical care (discussed later).

Transportation Expenses
The term medical care also includes transportation that is “primarily for and
essential to” medical care referred to in Code Section 213.
Example 6-5. Victoria, for purely personal reasons, travels to another lo
cality to obtain an operation and other medical care prescribed by a doctor.
Since the travel expenses were not “primarily for and essential to” medical
care, Victoria may not deduct the costs of transportation as a medical ex
pense.24

22 IRC § 223(f)(6).
23 Treas. Reg. § 1.213-l(e)(l)(ii).
24 IRC § 213(d)(1); Treas. Reg. § 1.213-l(e)(l)(iv).
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Example 6-6. Sheila, a child, lives away from home at a psychiatric cen
ter. Her parents incur transportation costs to visit Sheila at regular intervals
on the advice of the child’s doctors and as an essential part of the child’s ther
apy. The transportation costs are primarily for and essential to medical care
and are deductible.25

Lodging Expenses
The cost of lodging (up to $50 per night) while away from home that is pri
marily for and essential to medical care is an amount paid for medical care
if:26
1.

The medical care is provided by a physician in a licensed hospital or a
related or equivalent facility, and

2.

There is no significant element of personal pleasure, recreation, or va
cation in the travel away from home.

Meal Expenses
Meal expenses are deductible as expenses for medical care if they are provided
at a hospital or similar institution at which the taxpayer, the taxpayer’s
spouse, or dependent is receiving medical care.27
Example 6-7. Upon the recommendation of a physician, Georgina takes a
cruise to relax. She incurs transportation expenses to get to the cruise and
pays for the cost of the cruise. While on the cruise, a group of doctors provide
both instructional seminars relating to nutrition, exercise and adequate sleep,
and certain medical services such as counseling. The seminars are for the
preservation of Georgina’s general health only and the medical services are
available in Georgina’s hometown. Therefore, the transportation costs and
costs of the cruise are not primarily for and essential to medical care, and thus
they are not deductible.28
Example 6-8. Daniel, the taxpayer, resides in City Q and is the parent of
Dorothy, who is Daniel’s dependent. Dorothy suffers from a chronic disease
and is being treated by physician C. At C’s recommendation and for the pur
pose of obtaining medical information that may be useful in making decisions
concerning Dorothy’s treatment or in providing care to Dorothy, Daniel travels
to City W to attend a conference sponsored by an association that supports re
search and education concerning the disease. The conference is attended by
medical practitioners and individuals with the disease and their families.
Daniel spends the majority of his time at the conference attending sessions
that disseminate medical information concerning Dorothy’s disease. Other

25 IRC § 213; Rev. Rul. 58-533,1958-2 CB 108.
26 IRC § 213(d), 213(d)(1)(A).
27 Treas. Reg. § 1.213-l(e)(l)(iv) and (v).
28 Rev. Rul. 76-79,1976-1 CB 70.
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sessions at the conference involve presentations or discussions on legal issues,
family finances, and other matters commonly arising in families in which a
member has the disease. While in City W, Daniel’s social and recreational ac
tivities outside of the conference are secondary to Daniel’s attendance at the
conference.
Daniel pays the following expenses in connection with the conference:
1.

Transportation to City W.

2.

Local transportation to the conference site.

3.

A registration fee.

4.

Meals while attending the conference.

5.

Lodging at a hotel while attending the conference.

Under these facts, the registration fee paid by Daniel to attend the confer
ence is primarily for medical care, and Daniel’s travel is primarily for and es
sential to medical care. Accordingly, Daniel may deduct the registration fee
and transportation expenses under Code Section 213 (subject to the limita
tions of that section). Daniel may not deduct the cost of meals and lodging
while attending the conference because neither Daniel, his spouse, nor a de
pendent is receiving medical care from a physician at a licensed hospital or
similar institution.29 The result would be the same if Daniel, and not his de
pendent, was the individual with the disease. Thus, amounts paid by an indi
vidual for expenses of admission and transportation to a medical conference
relating to the chronic disease of the individual’s dependent are deductible as
medical expenses under Code Section 213 (subject to the limitations of that
section), if the costs are primarily for and essential to the medical care of the
dependent. The cost of meals and lodging while attending the conference are
not deductible as medical expenses under Code Section 213.30

Cosmetic Surgery
The term medical care generally does not include cosmetic surgery unless the
surgery is necessary to ameliorate a deformity arising from, or directly related
to, a congenital abnormality, a personal injury resulting from an accident or
trauma, or a disfiguring disease.
In Letter Ruling 200344010, the IRS ruled that the costs of an individual’s
repeated cosmetic surgeries, performed to reduce a facial deformity arising out
of earlier surgeries to treat several congenital abnormalities, are deductible
medical expenses.31

29 See IRC § 213(d)(2); Treas. Reg. § 1.213-l(e)(l)(iv).
30 Rev. Ruls. 2000-24 (2000-1 CB 963), Rev. Rul. 76-79,1976-1 CB 70 is distinguished.
31 IRC § 213(a), 213(d)(1)(A), 213(d)(9)(A), 213(d)(9)(B); Let Rul 200344010 (March 27,2003).
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Nonprescription Drugs
Qualified medical expenses include nonprescription drugs as described in
Revenue Ruling 2003-102, as long as such drugs are used to alleviate an in
jury or medical condition (for example, pain reliever, antacid, allergy medicine
or cold medicine) and not merely to improve general health (for example, vi
tamins).32 Such expenses are only qualified medical expenses to the extent the
expenses are not covered by insurance or otherwise.
The term qualified medical expenses includes nonprescription drug ex
penses for medical care paid by the account owner, his or her spouse, or de
pendents (as defined in Code Section 152).33
Example 6-9. Regina established an HSA. She buys a nonprescription
antacid, allergy medicine, pain reliever, and cold medicine from a pharmacy.
The items are either for personal use or use by the employee’s spouse or de
pendents to alleviate or treat personal injuries or sickness. The employee also
buys dietary supplements—vitamins—without a prescription to maintain
general health. Regina is not compensated for the expenses by insurance or
other sources. The employee’s expenses for everything but the vitamins were
for medical care and are qualified medical expenses. The vitamins were
merely beneficial to the employee’s general health and not an expense for
medical care.34

Medicare Premiums Deducted From Social Security Benefits
HSA distributions used to reimburse a retiree Medicare beneficiary for pre
miums deducted from his or her Social Security benefits are qualified medical
expenses.35

Medigap Premiums
Premiums for Medigap policies are not qualified medical expenses.36 Medigap
policies are Medicare supplement insurance policies sold by private insurance
companies to fill “gaps” in Original Medicare Plan coverage. Except in Massa
chusetts, Minnesota, and Wisconsin, there are 10 standardized plans labeled
Plan A through Plan J. Medigap policies only work with the Original Medi
care Plan.37

Retiree Health insurance
An HSA may generally not be used to pay for health insurance premiums on a
tax-free basis unless the account owner has attained the age specified in Sec

32 Rev. Rul. 2003-102, 2003-38 IRB 559; Notice 2004-2, Q&A 26, 2004-2 IRB 269.
33 Notice 2004-2, Q&A 26,2004-2 IRB 269.
34 Rev. Rul. 2003-102, 2003-38 IRB 559; see, too Rev. Rul. 2003-58, 2003-22 IRB 959, regarding expenses for certain nonprescription equip

ment, supplies, or diagnostic devices. See, too, next example.
35 Notice 2004-50, Q&A 45, 2004-33 IRB 196.
36 Notice 2004-2, Q&A 27, 2004-2 IRB 269.
37 See www.Medicare.gov/glossary/search.asp (search for Medigap Policy).
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tion 1811 of the Social Security Act (that is, age 65).38 Thus, a retiree who is
age 65 or older may receive tax-free distributions from an HSA to pay the re
tiree’s contribution to an employer’s self-insured retiree health coverage.39 The
exception applies to both insured and self-insured plans but not to Medigap
coverage (see previous section).40

Expenses for Equipment, Supplies, and Diagnostic Devices
Expenses for equipment, supplies, and diagnostic devices that may be pur
chased without a prescription from a physician are qualified medical expenses
for purposes of an HSA.
Example 6-10. George, who is a diabetic with an injured leg, uses
crutches and bandages and a blood sugar test kit. Code Section 213(b) only
allows deductions for prescribed drugs and insulin. However, for purposes of
an HSA, medical care includes amounts paid for the diagnosis, cure, mitiga
tion, treatment, or prevention of disease, or for the purpose of affecting any
structure or function of the body.41

In this case, the crutches and bandages mitigate the effect of George’s in
jured leg and the blood sugar test kit monitors and assists in treating George’s
diabetes. Therefore, the costs of these items are amounts paid for medical care
and are deductible (subject to the limitations of Code Section 213).42

Medicine and Drugs
The term medicine and drugs includes only items that are legally procured
and generally accepted as falling within the category of medicine and drugs.
However, toiletries (for example, toothpaste), cosmetics (for example, face
creams), and sundry items are not medicines and drugs and amounts ex
pended for these items are not expenditures for medical care.43

Medicines and drugs qualify as medical care under Code Section 213(d)
only if they are “legally procured” and meet other IRS restrictions. In the 2004
version of IRS Publication 502, Medical and Dental Expenses, the IRS added
the following item entitled “Medicines and Drugs from Other Countries:
In general, you cannot include in your medical expenses the cost
of a prescribed drug brought in (or ordered shipped) from another
country, because you can only include the cost of a drug that was
imported legally.

38 IRC § 223(d)(2)(B), 223(d)(2)(C)(iv); Notice 2004-50, Q&A 44,2004-33 IRB 196.
39 IRC § 223(d)(2)(B), 223(d)(2)(C)(iv); see Notice 2004-2, Q&A 27, 2004-2 IRB 269.
40 Notice 2004-50, Q&A 43, 2004-33 IRB 196.
41 IRC § 213(d)(1).
42 Rev. Rul. 2003-58, 2003-22 IRB 959, distinguished by Rev. Rul. 2003-102; 2003-38 IRB 559.
43 Treas. Reg. § 1.213-l(e)(2).
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Exceptions
Publication 502 contains two exceptions from the general prohibition, they
are:
1.

Prescribed drugs that the Food and Drug Administration (FDA) an
nounces can be legally imported by individuals; and

2.

Prescribed drugs purchased and consumed in another country, if the
drugs are legal in both the United States and the other country. Con
sequently, whether an HSA can reimburse claims for prescription
drugs imported from Canada generally will depend upon whether the
FDA has declared importation of that particular drug to be legal.

The FDA takes the position that “virtually all shipments of prescription
drugs imported from a Canadian pharmacy will run afoul of the Federal Food,
Drug and Cosmetic Act.”44
The Secretary of Health and Human Services and the Secretary of the
Department of Commerce indicate that there are very significant safety and
economic issues that must be addressed before importation of prescription
drugs is permitted.45

Long-Term Care Services
Code Section 213(d) provides that amounts paid for qualified long-term care
services are medical care, and these amounts are therefore qualified medical
expenses for purposes of an HSA. Amounts paid or distributed out of an HSA
used to pay for qualified medical expenses are not includible in gross income.46
The long-term care deduction is limited to an annually adjusted amount un
der Code Section 213(d)(10), which is based on age.47

The term qualified long-term care insurance contract is defined in Code
Section 7702B(2).
Note. Employer-provided coverage for long-term care services provided
through a flexible spending or similar arrangement are included in an em
ployee’s gross income under Code Section 106.48 Although that section applies
to benefits provided by a flexible spending or similar arrangement, it does not
apply to distributions from an HSA, which is a personal health care savings
vehicle used to pay for qualified medical expenses through a trust or custodial
account, whether or not the HSA is funded by salary-reduction contributions
through a section 125 cafeteria plan.49

44 See FDA Position on Foreign Drug Imports available at www.fda.gov/ora/import/.
45 See HHS Report on Prescription Drug Importation, available at www.hhs.gov/importtaskforce/.
46 IRC §§ 213(d)(1)(C), 223(f)(1); Notice 2004-2, Q&A 27, 2004-2 IRB 2; Notice 2004-50, Q&A 42,2004-33 IRB 196.
47 IRC § 213(d)(10); Notice 2004-50, Q&A 40 & 41, 2004-33 IRB 196.
48 IRC § 106(c).
49 IRC § 223(f)(1).
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Cafeteria Plan
Section 125(f) provides that the term qualified benefit under a Code Section
125 cafeteria plan does not include any product that is advertised, marketed,
or offered as long-term care insurance. However, for HSA purposes, the pay
ment of any expense for coverage under a qualified long-term care insurance
contract is a qualified medical expense.50
Note. Where an HSA that is offered under a cafeteria plan pays or reim
burses individuals for qualified long-term care insurance premiums, the cafe
teria plan rules are not applicable because it is the HSA and not the long-term
care insurance that is offered under the cafeteria plan.

Limitations on Long-Term Care Premiums
Code Section 213(d)(10) limits the deduction for “eligible long-term care pre
miums”; thus, the amount of distributions for qualified medical expenses that
may be excluded from an account-owner’s income under an HSA may be less
than the actual premium paid (see Example 6-11).51

Note. Although eligible long-term care premiums are deductible medical
expenses under Code Section 213, the deduction is limited to the annually
adjusted amounts in Code Section 213(d)(10), which are based on age. Thus,
HSA distributions to pay or reimburse qualified long-term care insurance
premiums are qualified medical expenses, but the exclusion from gross income
(tax-free return) is limited to the adjusted amounts. The limitations under
Code Section 213(d)(10) regarding eligible long-term care premiums includible
in the term medical care for 2004 and 2005 are shown here.52

Any excess premium reimbursements are includable in gross income and
may also be subject to the 10 percent additional tax (discussed later).
Eligible Long-Term Care Premiums

Attained Age Before the
Close of the Taxable Year

Limitation on Premiums
2004
2005

40 or less

$ 260

$ 270

More than 40 but not more than 50

$ 490

$ 510

More than 50 but not more than 60

$ 980

$1,020

More than 60 but not more than 70

$2,600

$2,720

More than 70

$3,250

$3,400

50 Notice 2004-50, Q&A 40,2004-33 IRB 196.
51 IRC § 213(d)(10); Notice 2004-50, Q&A 41, 2004-33 IRB 196.

52 Rev. Proc. 2004-71, § 3.19, 2004-50 IRB 1; Rev. Proc. 2003-85, § 3.18, 2003-49 IRB 1184.
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Example 6-11. In 2005, Carla, age 41, pays premiums of $710 for a quali
fied long-term care insurance contract. The Code Section 213(d)(10) limit in
calendar year 2005 for deductions for persons age 40, but not more than 50, is
$510. Carla’s HSA can reimburse Carla up to $510 on a tax-free basis for the
long-term care premiums. The remaining $200 ($710 - $510), if reimbursed
from the HSA, is not for qualified medical expenses and is includable in gross
income. It may also be subject to an additional 10 percent tax.

Deemed Distribution Due to Prohibited Transactions
If an account owner (or his or her account beneficiary) engages in a prohibited
transaction during a taxable year involving the HSA, the HSA account ceases
to be an HSA as of the first day of the taxable year and is deemed distributed
at that time. The deemed distribution will be treated as not being used for
qualified medical expenses. Therefore, the taxpayer will be subject to income
taxes and to the 10 percent additional tax on HSA distributions that are not
used for qualified medical expenses.53 Because the account ceases to be an
HSA, the prohibited transaction penalty tax does not apply.
Note. Notwithstanding whether an HSA is a plan within the meaning of
Title I of the Employee Retirement Income Security Act of 1974 (ERISA) (see
Chapter 8), the prohibited transaction provisions of Code Section 4975 are ap
plicable to an HSA.54 However, if the account ceases be an HSA as of the first
day of the year because the account owner engages in a prohibited transac
tion, the 15 percent prohibited transaction penalty tax does not apply. Neither
will the tax apply if the account is treated as distributing all its assets on the
first day of the year because of the account owner pledging the account or a
portion of the account as security for a loan.55

Prohibited Transaction
A prohibited transaction includes any direct or indirect:56

•

Sale, exchange, or lease of any property between a plan and a dis
qualified person;

•

Loan of money or other extension of credit between a plan and a dis
qualified person;

53 IRC §§ 223(f)(2), 408(e)(2); Notice 2004-2, Q&A 25, 2004-2 IRB 269.
64 IRC §§ 223(e)(2), 408(e), 4975(e)(1).
55 IRC § 4975(c)(6).
56 IRC § 4975(c); ERISA § 406; see DOL Interpretive Bull 94-3, 59 FR 66735 (1994) (in-kind contributions to satisfy statutory or contractual
funding obligations); Marshall v Snyder, 430 F Supp 1224 (E.D.N.Y. 1977), aff'd in part and remanded in part, 572 F 2d 894 (2d Cir 1978)

(furnishing of goods, services, or facilities); Leigh v Engle, 727 F 2d 113 (7th Cir 1984) (self-dealing); New York State Teamsters Council Health
& Hospital Fund v Estate of De Perno, 816 F Supp 138 (N.D.N.Y. 1993), aff'd in part and remanded, 18 F 3d 179 (2d Cir 1994) (self-dealing,
financial loss to trust fund not necessary); see, too, DOL Adv Ops 86-01A, 88-03A, 89-089A, 93-06A (direct expenses of salary and related cost
of employees that work on plans).
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•

Provision of goods, services, or facilities between a plan and a disquali
fied person;

•

Transfer to, or use by or for the benefit of, a disqualified person of the
income or assets of a plan;

•

Act by a disqualified person who is a fiduciary whereby he or she deals
with the income or assets of a plan in his or her own interest or for his
or her own account; or

•

Receipt of any consideration for his or her own personal account by
any disqualified person who is a fiduciary from any party dealing with
the plan in connection with a transaction involving the income or as
sets of the plan.

Prohibited Transaction Penalty Tax
The penalty for initial violations is 15 percent of the amount involved for pro
hibited transactions occurring after August 5, 1997. If the transaction is not
corrected, there is a second-tier excise tax of 100 percent of the amount in
volved.57 The penalty tax does not apply, however, if the account ceased be an
HSA as of the first day of the year on account of the account owner engaging
in a prohibited transaction or pledging the HSA as security for a loan.58 Excise
taxes are not deductible.

Waiver of Prohibited Transaction Rules
The Secretary of the Treasury has established a procedure under which a
conditional or unconditional exemption from all or part of the prohibited
transaction rules may be granted to any disqualified person or transaction or
to any class of disqualified persons or transactions.59 The Secretary of Labor
generally may not grant an exemption unless he or she finds that such an ex
emption is:
1.

Administratively feasible;

2.

In the interests of the plan and its participants and beneficiaries; and

3.

Protective of the rights of participants and beneficiaries of the plan.60

The Secretary of the Treasury has delegated this authority, along with
most other responsibilities under ERISA, to the Assistant Secretary for the
EBSA.61

57 IRC § 4975(a); SBJPA § 1453(a) (P.L. 104-88); TRA ’97 § 1074(a) (P.L. 105-34).
58 IRC § 4975(c)(6).
59 DOL Reg § 2570.30-2570.52.
60 IRC § 4975(c)(2); Reorg Plan No. 4 of 1978, 43 Fed Reg 47713 (Oct 17,1978) (transferring the authority of the Secretary of the Treasury to
issue rulings under Code Section 4975 to the Secretary of Labor).
61 Secretary of Labor’s Order 1-87, 52 FR13139 (April 28,1987).
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Disqualified Persons and Parties-in-lnterest
Disqualified Person Under the Code
For purposes of the Code, the term disqualified person refers to any of the fol
lowing:62
1.

A fiduciary (see below);

2.

A person providing services to a plan;

3.

An employer any of whose employees are covered by a plan;

4.

An employee organization any of whose members are covered by a
plan;

5.

An owner, direct or indirect, of 50 percent or more of the combined
voting power of all classes of stock entitled to vote or the total value of
shares of all classes of stock of a corporation, the capital interest or the
profits interest of a partnership, or the beneficial interest of a trust or
unincorporated enterprise that is an employer or an employee organi
zation described in item 3 or 4;

6.

A member of the family (spouse, ancestor, lineal descendant, or any
spouse of a lineal descendant) of a person described in item 1, 2, 3, or

5;

7.

A corporation, partnership, or trust or estate of which (or in which) 50
percent or more of the combined voting power of all classes of stock en
titled to vote or the total value of shares of all classes of stock of such
corporation, the capital interest or profits interest of such partnership,
or the beneficial interest of such trust or estate is owned directly or
indirectly or held by a person described in item 1, 2, 3, 4, or 5;

8.

An officer or director (or an individual having powers or responsibili
ties similar to those of an officer or a director), a 10 percent-or-more
shareholder, or a highly compensated employee (earning 10 percent or
more of the yearly wages of an employer) of a person described in item
3, 4, 5, or 7; or

9.

A 10 percent or more (in capital or profits) partner or joint venturer of
a person described in item 3, 4, 5, or 7.

Note: ERISA prohibits certain transactions between a plan and a party
in-interest. Under the Code, the term disqualified person is used instead of
party-in-interest and it is defined slightly differently.

62 IRC § 4975(e)(2).
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Party-in-interest Under ERISA
For purposes of ERISA, the term party-in-interest refers to the following:63
1.

Any fiduciary (including, but not limited to, any administrator, officer,
trustee, or custodian), counsel, or employee of an employee benefit
plan;

2.

A person providing services to a plan;64

3.

An employer any of whose employees are covered by a plan;

4.

An employee organization any of whose members are covered by a
plan;

5.

An owner, direct or indirect, of 50 percent or more of the combined
voting power of all classes of stock entitled to vote or the total value of
shares of all classes of stock of a corporation, the capital interest or the
profits interest of a partnership, or the beneficial interest of a trust or
unincorporated enterprise that is an employer or an employee organi
zation described in item 3 or 4;

6.

A relative (spouse, ancestor, lineal descendant, or any spouse of a lin
eal descendant) of any person described in item 1,2, 3, or 5;

7.

A corporation, partnership, or trust or estate of which (or in which) 50
percent or more of the combined voting power of all classes of stock en
titled to vote or the total value of shares of all classes of stock of such
corporation, the capital interest or profits interest of such partnership,
or the beneficial interest of such trust or estate is owned directly or
indirectly or held by persons described in item 1, 2, 3, 4, or 5;

8.

An employee, an officer or director (or an individual having powers or
responsibilities similar to those of an officer or a director), a 10 percent
or more shareholder, or a highly compensated employee (earning 10
percent or more of the yearly wages of an employer) of a person de
scribed in item 2, 3, 4, or 5; or

9.

A 10 percent-or-more (in capital or profits) partner or joint venturer of
a person described in item 2, 3, 4, 5, or 7.

ERISA Fiduciary
Under ERISA, the term fiduciary refers to any person who:65
1.

Exercises any discretionary authority or discretionary control re
specting management of a plan or exercises any authority or control
respecting management or disposition of its assets;

63 ERISA §3(14).
64 See Harris Trust and Savings Bank v Salomon Smith Barney, 530 US 238 (2000) (broker-dealer providing nondiscretionary equity trades
to plan automatically classified as party in interest).
65 ERISA § 408(a)(1).

132

The Adviser’s Guide to Health Savings Accounts

2.

Renders investment advice for a fee or other compensation, direct or
indirect, with respect to any monies or other property of a plan, or has
any authority or responsibility to do so; or

3.

Has any discretionary authority or discretionary responsibility in the
administration of a plan.

Because the administration of a plan is the responsibility of the plan ad
ministrator, under ERISA the plan administrator is a fiduciary and thus is
subject to the fiduciary duties imposed by ERISA.
Note. A person who is designated by a named fiduciary to carry out fidu
ciary responsibilities (other than trustee responsibilities under the plan) is
treated as a fiduciary. Accountants, attorneys, actuaries, insurance agents,
and consultants who provide services to a plan are generally not considered
fiduciaries unless they exercise discretionary authority or control over the
management or administration of the plan or the assets of the plan, even if
such activities are unauthorized.66

Caution: Although generally not fiduciaries, accountants, attorneys, ac
tuaries, insurance agents, and consultants may be liable to a plan under
traditional theories of malpractice.

Other Issues
Pledging of Account
If an account owner pledges any portion of an HSA as security for a loan, the
portion so pledged is treated as a deemed distribution as of the first day of the
taxable year and is subject to income tax and the 10 percent additional tax on
HSA distributions that are not used for qualified medical expenses.67 The pro
hibited transaction penalty tax does not apply to a deemed distribution.

Note. Any amount treated as distributed as the result of the pledging of
an HSA account will not be treated as used to pay for qualified medical ex
penses. The account owner must, therefore, include the distribution in gross
income and generally will be subject to the additional 10 percent tax on distri
butions not made for qualified medical expenses.68

66 ERISA § 3(21)(A); PWBA Interpretive Bulletin 75-5, Q&A D-l; DOL Reg § 2509.75-5, Q&A D-l; John Hancock Mut Life Ins Co v Harris
Trust & Sav Bank, 510 US 86 (1993); Kaniewski v Equitable Life Assurance Soc’y, No. 88-01296, 1993 WL 88200 (6th Cir Mar 26, 1993) (un
published opinion); Kyle Rys Inc v Pacific Admin Servs Inc, 990 F2d 513 (9th Cir 1993) (third-party administrator); Nieto v Ecker, 845 F2d
868 (9th Cir 1988) (attorneys); Olson v EF Hutton & Co, 957 F2d 622 (8th Cir 1992); Procacci v Drexel Burnham Lambert, No. 89-0555 (ED
Pa 1989); Painters of Phila Dist Council No. 21 Welfare Fund v Price Waterhouse, 879 F2d 1146 (3d Cir 1989) (accountants); Pappas v Buck
Consultants Inc, 923 F2d 531 (7th Cir 1991) (actuaries); Schloegel v Boswell, 994 F2d 266 (7th Cir 1993) (insurance agent).
67 IRC §§ 223(e)(2), 408(e)(4).
68 IRC § 223(f)(2); Notice 2004-2, Q&A 25, 2004-2 IRB 269.
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Cash Incentives
It is possible for an insurer to offer a cash incentive to establish an HSA and
an HDHP without violating the prohibited transaction rules. The Department
of Labor (DOL) approved an insurer’s program that awarded $100 bonus
payment to anyone who signs up for an HSA and an HDHP with the insurer.
The DOL also approved a similar situation that allowed a bank that had a
contractual relationship with an insurer. Here, the bank offered a $100 cash
bonus if an individual established an HSA with the bank and an HDHP with
the insurer. In both cases, (1) the individual was not required to make a con
tribution to receive the $100 bonus payment, (2) the payment, which could not
be diverted, was made directly into the individual’s HSA, and (3) neither the
HDHP premiums nor HSA account charges would vary (increase or decrease)
as a result of the cash bonus payment. Thus, in those situations, the $100
cash bonus payment program was not a prohibited transaction.69
If the cash bonus payment were to be made to the individual (or other dis
qualified person), the payment would have constituted a prohibited transac
tion. Similarly, if the cash bonus payment was conditioned on the investment
in products of the bank or insurer, the cash bonus program would likely con
stitute a prohibited transaction. The controlled group rules under Code Sec
tions 414(b), (c) and (m) would also have to be considered in some situations in
determining the identity of all disqualified persons.70

The 10 Percent Additional Tax
Unless an exception applies (discussed in the following section), all HSA dis
tributions that are not used exclusively to pay or reimburse qualified medical
expenses of the account owner, his or her spouse, or a dependent are subject to
a 10 percent additional tax.71

Caution: A distribution that does not violate the contribution limit may
not be treated as a distribution of an excess amount. Individuals may
not elect to treat a distribution as a correction of an excess contribution
unless they violate their contribution limit.72 Any distribution from the
account that is not a correction of a true excess is subject to the addi
tional 10 percent tax to the extent it is not used for qualified medical ex
penses, unless another exception applies.

69 IRC § 4975(c)(2), 4975(e)(1)(E); DOL Advisory Opinion 2004-09A (Dec. 22, 2004).
70 DOL Advisory Opinion 2004-09A (Dec. 22, 2004), footnotes 2 and 4.
71 IRC § 223(f)(4)(A); Notice 2004-2, Q&A 25,2004-2 IRB 269.
72 Notice 2004-50, Q&A 35, 2004-33 IRB 196.
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Exceptions to the 10 Percent Additional Tax
The four general exceptions to the 10 percent additional tax on distributions
not used exclusively to pay or reimburse qualified medical expenses of the ac
count owner, his or her spouse, or a dependent are as follows:
1.

Disability. Distributions made after the account owner becomes dis
abled.73

2.

Death. Distributions made to the designated beneficiary(ies) upon the
death of the account owner.74

3.

Age, currently 65. Distributions made to an account owner after such
individual becomes eligible for Medicare, that is, the age specified in
Section 1811 of the Social Security Act (currently age 65).75

4.

Rollovers and transfers. Distributions from an HSA that are subse
quently rolled over to another HSA within 60 days after the day of re
ceipt of the distribution or transferred directly from one HSA to an
other HSA (see Chapter 5).

Note. If an account owner timely withdraws earnings from an HSA due
to having excess contributions and such amounts are not used for one of the
exceptions above, the 10 percent additional tax does not appear to apply.76
To be timely, earnings must be withdrawn in a correcting distribution before
the filing due date. This issue may be addressed in future guidance. See
Chapter 4.
In addition, several additional exceptions avoid the 10 percent additional

tax:

•

A distribution made by a mistake of fact due to reasonable cause that
is timely repaid into an HSA (see later discussion).

•

An eligible rollover distribution that is deposited into another HSA
within 60 days of the receipt of the distribution (see Chapter 5).77

•

A direct transfer (trustee-to-trustee) of an HSA account from one
spouse to another spouse, or former spouse, under a divorce or separa
tion instrument (see Chapter 5).78

Rollovers and transfers are discussed in Chapter 5.

73 IRC § 223(f)(4)(B).
74 IRC § 223(f)(4)(B).
75 IRC § 223(f)(4)(C).
76 See Notice 2004-50, Q&A 34, 2004-33 IRB 196 (no suggestion of 10% additional tax).
77 IRC § 223(f)(2), 223(f)(5).
78 IRC § 223(f)(7).
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Disabled Definition
An individual is disabled if all three of the following conditions are satisfied:79

1.

The individual is unable to engage in any substantial gainful activity
due to a medically determinable physical or mental impairment;

2.

The disability is expected to result in death or to be of a longcontinued and indefinite duration; and

3.

The individual furnishes proof of the disability in the form and man
ner required by the IRS.

Whether the impairment in a particular case constitutes a disability will
be determined with reference to all the facts in the case. The following are ex
amples of impairments that would ordinarily be considered as preventing
substantial gainful activity:

1.

Cancer that is inoperable or progressive;

2.

Loss of use of two limbs;

3.

Certain progressive diseases that have resulted in the physical loss or
atrophy of a limb, such as diabetes, multiple sclerosis, or Buerger’s
disease;

4.

Diseases of the heart, lungs, or blood vessels that have resulted in
major loss of heart or lung reserve as evidenced by X-ray, electrocar
diogram, or other objective findings, so that, despite medical treat
ment, breathlessness, pain, or fatigue is produced on slight exertion,
such as walking several blocks, using public transportation, or doing
small chores;

5.

Damage to the brain or a brain abnormality that has resulted in se
vere loss of judgment, intellect, orientation, or memory;

6.

Mental diseases (for example, psychosis or severe psychoneurosis) re
quiring continued institutionalization or constant supervision of the
individual;

7.

Loss or diminution of vision to the extent that the affected individual
has a central visual acuity of no better than 20/200 in the better eye
after best correction, or has a limitation in the fields of vision such
that the widest diameter of the visual fields subtends an angle no
greater than 20 degrees;

8.

Permanent and total loss of speech; and

9.

Total deafness uncorrectable by a hearing aid.

The existence of one or more of the impairments described above (or of an
impairment of greater severity) will not, however, in and of itself always per
mit a finding that an individual is disabled. Any impairment, whether of

79 IRC § 72(m)(7).
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lesser or greater severity, must be evaluated in terms of whether it does in
fact prevent the individual from engaging in the individual’s customary or any
comparable substantial gainful activity.80

Substantial Gainful Activity
The term substantial gainful activity means an activity or any comparable ac
tivity in which an individual customarily engaged before the occurrence of the
disability.81
In determining whether an individual’s impairment renders the individ
ual unable to engage in any substantial gainful activity, primary considera
tion is given to the nature and severity of the impairment. Consideration is
also given to other factors such as the individual’s education, training, and
work experience. The substantial gainful activity is the activity, or a compa
rable activity, in which the individual customarily engaged before the occur
rence of the disability or before retirement if the individual was retired at the
time the disability arose.82

An impairment that is remediable does not constitute a disability. An in
dividual will not be deemed disabled if, with reasonable effort and safety, the
impairment can be diminished to the extent that the individual will not be
prevented by the impairment from engaging in the customary or any compa
rable substantial gainful activity.83

Indefinite Duration
The term indefinite duration means that the individual is unable to reasona
bly anticipate that the disability will, in the foreseeable future, be so dimin
ished as to no longer prevent any substantial gainful activity. For example, an
individual who suffers a broken bone that prevents him or her from working
cannot be considered disabled if his or her recovery can be expected in the
foreseeable future.84
The term indefinite is used in the sense that it cannot reasonably be an
ticipated that the impairment will, in the foreseeable future, be so diminished
as to no longer prevent substantial gainful activity. For example, an individ
ual who suffers a bone fracture that prevents the individual from working for
an extended period of time will not be considered disabled, if recovery can be
expected in the foreseeable future; however, if the fracture persistently fails to
knit, the individual would ordinarily be considered disabled.85

80 Treas. Reg.§ 1.72-17A(f)(2).

81 Treas.
82 Treas.
83 Treas.
84 Treas.

Reg.
Reg.
Reg.
Reg.

§
§
§
§

1.72-17A(f)(l).
1.72-17A(f)(l).
1.72-17A(f)(4).
1.72-17A(f)(3).

85 Treas. Reg. § 1.72-17A(f)(3); West, TC Summ Op 2002-30; Meyer, TCM 2003-12; Boulden, 70 TCM 216 (1995).
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Returning Distributions Mistakenly Made
If there is clear and convincing evidence that amounts were distributed from
an HSA because of a mistake of fact due to reasonable cause, the account
owner can repay the mistaken distribution no later than April 15 following
the first year the account owner knew or should have known the distribution
was a mistake (provided the trustee allows this).86

Reasonable Cause
In general, reasonable cause exists when there is “clear and convincing evi
dence” the account owner reasonably, but mistakenly, believed that an ex
pense was a qualified medical expense and was reimbursed for that expense
from the HSA.87

No Obligation to Accept
A trustee or custodian is not obligated to accept a return of a mistaken distri
bution. If the trustee agrees to accept a return due to a mistake of fact, the
trustee may rely upon the account owner’s representation that the contribu
tion is a repayment of a mistake-of-fact distribution and not subject to the
contribution limit.88

Tax Treatment
A mistake-of-fact HSA distribution that is properly and timely redeposited
into an HSA is treated as follows:89

•

The distribution is not included in gross income.

•

The distribution is not subject to the 10 percent additional tax.

•

The repayment is not subject to the 6 percent excise tax on excess con
tributions (see Chapter 4).

Death Distributions to Designated Beneficiaries
General rules upon death of the HSA owner (account owner) depend upon the
identity of the designated beneficiary, as follows.

Spouse Beneficiary
If the taxpayer designated his or her spouse as the designated beneficiary, the
surviving spouse is automatically treated as the account owner of the HSA af
ter the taxpayer’s death. This means that when the HSA owner dies, if the

86 Notice 2004-50,
87 Notice 2004-50,
88 Notice 2004-50,
89 Notice 2004-50,

Q&A 37, 2004-33 IRB
Q&A 37,2004-33 IRB
Q&A 76, 2004-33 IRB
Q&A 37,2004-33 IRB

196.
196.
196.
196.
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surviving spouse is the designated beneficiary, the HSA is assumed automati
cally by the surviving spouse.90
A surviving spouse who assumes ownership of an HSA is subject to in
come taxes only to the extent that HSA distributions are not used to pay for
qualified medical expenses.91

Nonspouse Beneficiary
If a nonspouse beneficiary (other than the estate) is the designated benefici
ary, the HSA ceases to be an HSA on the date of death, and the fair market
value of the HSA account on the date of death is treated as taxable to the non
spouse beneficiary in the tax year that included the date of death.92

Practice Pointer: A nonspouse designated beneficiary is entitled to
the Income in Respect of a Decedent deduction under Code Section
691.93
Note. Earnings in the HSA account after the date of death must be in
cluded on the recipient’s tax return because the account has ceased to be
treated as an HSA and has lost its tax-exempt status.

Estate Beneficiary
If the taxpayer’s estate is the designated beneficiary, the fair market value of
the HSA on the date of death is includible on the decedent’s final return.

Exception
Distributions made to a designated beneficiary are not taxable to the extent
that the decedent incurred qualified medical expenses before death and the
designated beneficiary pays such amounts within one year of the date of
death.94
Note. If the designated beneficiary is the estate, and the decedent’s gross
income for the last taxable year is increased by the amount of the distribution,
the estate taxes are reduced by such amount.95

90 IRC § 223(f)(8)(A).
91 Notice 2004-2, Q&A 31, 2004-2 IRB 269.
92 IRC § 223(f)(8)(B)(i)(I), 223(f)(8)(B)(i)(II); Notice 2004-2, Q&A 31,2004-2 IRB 269.
93 IRC §§ 223(f)(8)(B)(i), 691(c).
94 IRC § 223(f)(8)(B)(ii)(I).
95 IRC § 223(f)(8)(B)(ii)(II).
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Federal Estate Tax
Generally, there is no specific exclusion for HSAs under the federal estate tax
rules. Therefore, in the event of death, the HSA balance will be includible in
the account owner’s gross estate for federal estate tax purposes. However, if
the surviving spouse is the beneficiary of the HSA, the amount in the HSA
may qualify for the marital deduction available under Code Section 2056.

Federal Gift Tax
The amount a beneficiary receives from an HSA plan is not treated as a trans
fer of property for federal gift tax purposes.96

Income Tax Withholding on HSA Distributions
Code Section 3405 of the Code does not apply because an HSA would not be
considered a pension plan. Since distributions used to pay for qualified medi
cal expenses are not subject to income tax, no withholding of federal income
tax would apply.

However, in cases where the HSA distribution is not used for medical ex
penses, or the HSA account owner dies and the designated beneficiary is ei
ther a nonspouse or the account owner’s estate, the value of the distribution
would become taxable.

Although certain distributions may be taxable, the payer of the HSA dis
tribution is not required to withhold income taxes from the HSA distribution.
The account owner is responsible for determining the taxability or nontax
ability of any distribution from an HSA.

Coordination of HSA Distribution With Medical
Expense Deduction
No double dipping is allowed. Any distribution for qualified medical expenses
from an HSA that is not includible in the account owner’s income will not be
permitted to be used for purposes of determining whether the taxpayer has a
deduction for medical expenses in excess of 7.5 percent of adjusted gross in
come (AGI) under Code Section 212.

96 IRC § 2503(e)(1), 2503(e)(2)(A).
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Administration and Compliance

This chapter examines the administrative and compliance issues relat
ing to trustees and custodians with respect to IRS reporting and par
ticipant information reporting. The sponsor’s use of model documents
for establishing Health Savings Accounts (HSAs) is also discussed in
this chapter, as well as restrictions on investments and distributions.
Finally, the specific requirements for filing IRS forms are addressed in
this chapter.

HSA Documents
HSAs can be offered in the form of a trust or custodial accounts.1 Whether an
arrangement constitutes a trust or custodial arrangement is determined un
der state law. An HSA trust or custodial account must be created in the
United States for the exclusive benefit of the account owner.

Trustee vs. Custodian
The differences between a custodian and a trustee are minor. A trust is a legal
entity under which assets are actually owned and held on behalf of a benefici
ary. As the legal owner, a trustee has some level of discretionary fiduciary
authority over the assets of the fund. The trustee must exercise that authority
in the best interests of the beneficial owner, the account owner.
A custodial arrangement is similar to a trust, but the custodian simply
holds the assets on behalf of the owner of the assets. Other than holding the
assets and doing as the owner orders, the custodian has no fiduciary obliga
tions to the owner.

1 IRC § 223(d)(1), 223(d)(4)(E).
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Model HSA Forms
Model forms that trustees and custodians can use to allow individuals to es
tablish an HSA, Model Form 5305-B, Health Savings Trust Account, and
Form 5305-C, Health Savings Custodial Account, were issued in August
2004.2

Draft versions of HSA model forms were available June 25, 2004. The
purpose of issuing draft forms was to allow HSA trustees and custodians to
use some or all of the language from the draft forms in their own trust or cus
todial agreements. The forms are not intended to be used as stand-alone trust
or custodial agreements until they became finalized.3

The final versions of Forms 5305-B and 5305-C differ from the draft ver
sions of those forms in only a few respects. The changes mainly clarify that:

•

Individuals are no longer eligible to contribute into an HSA after they
are enrolled in Medicare (as opposed to when an individual “is eligible
for Medicare” or “reaches age 65”). Thus, otherwise eligible individuals
who are not actually enrolled in Medicare Part A or Part B may con
tribute to an HSA until the month they actually enroll in Medicare.

•

Eligibility and contribution limits are determined monthly.

•

An insurance company, not just a life insurance company, can be the
trustee or custodian of an HSA.

•

If the beneficiary is the account owner’s estate, the fair market value
of the account as of the date of death is taxable on the account owner’s
final return. For other beneficiaries, the fair market value of the ac
count is taxable to that person in the tax year that includes such date.

No Filing of Model Forms With the IRS
The model forms are preapproved by the IRS. The model forms are not to be
filed with the IRS and should be kept with the account owner’s permanent tax
records.

The model forms are drafted to allow for the inclusion of additional provi
sions that the trustee or custodian and the account owner agree upon. Article
XI (in both model forms) and any that follow it may add or incorporate addi
tional provisions that are agreed to by the account owner and trustee.

Examples ofAdditional Provisions
The model forms contain specific instructions that list numerous examples of
provisions that may be added or incorporated into the HSA model forms. The
sponsor may attach additional pages if necessary. The additional provisions
may include, for example, definitions; restrictions on rollover contributions

2 Notice 2004-50, Q&A 62,2004-33 IRB 196.
3 Treasury Press Release, Office of Public Affairs, June 25, 2004 (JS-1748).
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from HSAs or Archer Medical Savings Accounts (MSAs) (requiring a rollover
not later than 60 days after receipt of a distribution and limited to one rollover
during a one-year period); investment powers; voting rights; exculpatory pro
visions; amendment and termination; removal of trustee or custodian; trustee
or custodian’s fees; state law requirements; treatment of excess contributions;
distribution procedures (including frequency or minimum dollar amount); use
of debit, credit, or stored-value cards; return of mistaken distributions; and
descriptions of prohibited transactions.

Inconsistent Provisions
The model forms treat any provision that is added or incorporated as being
“void” if it is inconsistent with Internal Revenue Code Section 223 or IRS
published guidance.4

Prototype Document Approval
An IRS procedure for approval of a prototype HSA trust or custodial account
has not been released. The IRS did release draft forms in June, 2004, “to allow
HSA trustees and custodians to use some or all of the language from the draft
forms in their own trust or custodial agreements.” Master and prototype
(“M&P’) programs for HSA accounts will likely be announced shortly.
Note. The draft forms were not intended to be used as stand-alone trust
or custodial agreements until finalized.5

Establishment of HSA
Model Forms 5305-B and 5305-C are considered established when the form is
fully executed by both the account owner and the trustee or custodian. The
form can be completed at any time during the tax year. However, an HSA ac
count cannot be effective before the effective date of the eligible individual’s
high deductible health plan (HDHP) coverage (see Chapter 2).

Identifying Number
The model HSA trust and custodial account require the use of the account
owner’s Social Security number as the identifying number.

Documentation
The plan sponsor should provide a trust document or custodial agreement, a
disclosure statement, and an adoption agreement for the account owner to

4 Form 5305-B, Art IX; Form 5305-C, Art IX.
5 Treasury Press Release, Office of Public Affairs, June 25,2004 (JS-1748).

146

The Adviser’s Guide to Health Savings Accounts

complete and sign. Organizations that offer an HSA may also use certain ad
ministrative forms to facilitate such items as beneficiary designations, contri
butions, and distribution requests.

Investments
The following rules pertain to HSA investments:

•

HSA funds may be invested in any investments approved for individ
ual retirement accounts (IRAs) (for example, bank accounts, annui
ties, certificates of deposit, stocks, mutual funds, or bonds).6

•

HSAs may not invest in life insurance contracts, or in collectibles (for
example, any work of art, antique, metal, gem, stamp, coin, alcoholic
beverage, or other tangible personal property specified in IRS guid
ance under Code Section 408(m)(3)).

•

HSAs may invest in certain types of bullion or coins, as described in
Code Section 408(m)(3).

Restrictions
The HSA trust or custodial agreement may restrict investments to certain
types of permissible investments (for example, particular investment funds).7
Trustees and custodians are also subject to the rules against prohibited
transactions. The same rules that apply to account beneficiaries apply to trus
tees and custodians (see Chapter 6).8
The HSA trust or custodial agreement may not contain a provision that
restricts HSA distributions to pay or reimburse only the account owner’s
qualified medical expenses.9

Commingling
Code Section 223(d)(1)(D) states that the HSA trust assets may not be com
mingled with other assets except in a common trust fund or common invest
ment fund. Individual accounts maintained on behalf of individual HSA ac
count beneficiaries may be held in a common trust fund or common invest
ment fund.10 A “common trust fund” is defined in Treasury Regulations Sec
tion § 1.408-2(b)(5)(ii). A “common investment fund” is defined in Code Section
584(a)(1).
Note. An employer identification number (EIN) is required for a common
trust fund created for HSAs.
6 Notice 2004-50, Q&A 65,2004-33 IRB 196.
7 Notice 2004-50, Q&A 65, 2004-33 IRB 196.
8 Notice 2004-50, Q&A 68, 2004-33 IRB 196.
9 Notice 2004-50, Q&A 79, 2004-33 IRB 196.
10 IRC § 223(d)(1)(D).
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Account Fees
Amounts withdrawn from an HSA for administration and account mainte
nance fees (for example, flat administrative fees) will not be treated as a tax
able distribution and will not be included in the account owner’s gross in
come.11

Fees Withdrawn From HSA
If administration and account maintenance fees are withdrawn from the HSA,
the withdrawn amount does not increase the maximum annual HSA contribu
tion Emit. For example, if the maximum annual contribution limit is $2,000,
and a $25 administration fee is withdrawn from the HSA, the annual contri
bution limit is still $2,000, not $2,025.12

Fees Paid Into HSA
Administration and account maintenance fees may be paid directly by the ac
count owner or employer and if so, will not be considered contributions to the
HSA. For example, an individual contributes the maximum annual amount to
his HSA of $2,000. The account owner pays an annual administration fee of
$25 directly to the trustee. The individual’s maximum annual contribution
Emit is not affected by the payment of the administration fee.13

Trustees and Custodians
Any insurance company or any bank (including a similar financial institution
as defined in Code Section 408(n)) can be an HSA trustee or custodian. In
sured banks and credit unions are automatically qualified to handle HSAs.
Any bank, credit union, or any other entity that currently meets the IRS
standards for being a trustee or custodian for an IRA or Archer MSA can be
an HSA trustee or custodian.

In addition, any other person already approved by the IRS to be a trustee
or custodian of an IRA or Archer MSA is automatically approved to be an HSA
trustee or custodian. Other persons may request approval to be a trustee or
custodian in accordance with the procedures set forth in Treasury Regulations
Section 1.408-2(e) (relating to IRA nonbank trustees).14
An individual would not qualify to be an HSA trustee or custodian. An in
dividual would not satisfy many of the requirements to be a nonbank trustee
or custodian (for example, continuity of existence).

11 Notice 2004-50,
12 Notice 2004-50,
13 Notice 2004-50,
14 Notice 2004-50,

Q&A 69,
Q&A 70,
Q&A 71,
Q&A 72,

2004-33 IRB
2004-33 IRB
2004-33 IRB
2004-33 IRB

196.
196.
196.
196.
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Contribution Limits
Except in the case of rollover contributions or trustee-to-trustee transfer (see
Chapter 6), the trustee or custodian may not accept annual contributions to
any HSA that exceed the statutory annual contribution limit and catch-up
contribution limit (see Chapter 4).15

All contributions must be in cash, other than rollover contributions or
trustee-to-trustee transfers.16
The account owner is responsible for determining whether contributions
to an HSA exceed the maximum annual contribution for a particular account
owner.17

Excess Contributions
The account owner is responsible for notifying the trustee or custodian of any
excess contribution and requesting a withdrawal of the excess contribution to
gether with any net income attributable to the excess contribution.18

Information Reporting
The trustee or custodian is responsible for filing required information returns
with the IRS (Form 5498-SA and Form 1099-SA).19

Age Determination
The trustee or custodian may rely on the account owner’s representation re
garding his or her date of birth.20

Return of Mistaken Distributions
The trustee or custodian does not have to permit account beneficiaries to re
turn mistaken distributions to the HSA. However, if the HSA trust or custo
dial agreement allows the return of mistaken distributions (discussed in
Chapter 6), the trustee or custodian may rely on the account owner’s repre
sentation that the distribution was, in fact, a mistake.21

15 Notice 2004-50, Q&A 73, 2004-33 IRB 196.
16 IRC § 223(d)(1)(A); Notice 2004-50, Q&A 73, 2004-33 IRB 196.
17 Notice 2004-50, Q&A 74, 2004-33 IRB 196.
18 Notice 2004-50, Q&A 74, 2004-33 IRB 196.
19 IRC § 223(h); Notice 2004-50, Q&A 74,2004-33 IRB 196.
20 Notice 2004-50, Q&A 75, 2004-33 IRB 196.
21 Notice 2004-50, Q&A 76, 2004-33 IRB 196.
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Accepting Rollovers and Transfers
Rollover contributions or trustee-to-trustee transfers from other HSAs or from
Archer MSAs are allowed, but trustees or custodians are not required to ac
cept them.22

Reasonable Restrictions
Trustees or custodians may place reasonable restrictions on both the fre
quency and the minimum amount of distributions from an HSA.23

Where a trustee or custodian does not sponsor the HDHP, the trustee or
custodian may require proof or certification that the account owner is an eligi
ble individual.24

Reports
Two types of reports may be required in connection with an HSA.25 The Secre
tary of the Treasury may require:
1.

The trustee of a health savings account to make such reports regard
ing such account to the Secretary and to the account owner with re
spect to contributions, distributions, the return of excess contribu
tions, and such other matters as the Secretary determines appropri
ate.26

2.

Any person who provides an individual with an HDHP to make such
reports to the Secretary and to the account owner with respect to such
plan as the Secretary determines appropriate.27

The reports required by the Secretary of the Treasury are to be filed at
such time and in such manner and furnished to such individuals at such time
and in such manner as may be required by the Secretary.28

Failure to File Reports
Generally, if a trustee or an employer fails to file a required report (other than
an information return or a payee statement), there is a penalty of $50 for each
failure unless it is shown that such failure is due to reasonable cause.29

22 Notice 2004-50, Q&A 78,2004-33 IRB 196; Notice 2004-2, Q&A 23,2004-2 IRB 269.
23 Notice 2004-50, Q&A 80,2004-33 IRB 196.
24 Notice 2004-2, Q&A 10,2004-2 IRB 269.
25 IRC § 223(h).
26 IRC § 223(h)(1).
27 IRC § 223(h)(2).
28 IRC § 223(f).
29 IRC §§ 223(h), 6693(a)(1), 6693(a)(2)(c), 6724(d)(l)(C)(i) concerning information returns, 6724(d)(2)(W) concerning payee statements).
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Reporting HSA Contributions on Form 5498-SA
Purpose of Form 5498-SA
Form 5498-SA, HSA, Archer MSA, or Medicare Advantage MSA Information,
is used to report contributions to HSAs, Archer MSAs, or Medicare Advantage
MSAs (MA-MSAs). A separate Form 5498-SA must be filed for each type of
account.

Who Must File
The trustee or custodian must file Form 5498-SA with the IRS and for each
person for whom it maintained an HSA (or Archer MSA or MA-MSA) during
2005.

Rollovers
The receipt of a rollover from an Archer MSA or an HSA to an HSA (and re
ceipt of a rollover from one Archer MSA to another Archer MSA) are reported
in box 4.

Transfers
Do not report a trustee-to-trustee transfer from an Archer MSA to an HSA, or
from one HSA to another HSA (or one Archer MSA or MA-MSA to another
Archer MSA or MA-MSA). For reporting purposes, contributions and rollovers
do not include these transfers.

Total Distribution/No Contribution
Generally, if a total distribution was made from an HSA during the year and
no contributions were made for that year, a Form 5498-SA is not required to
be filed. Neither is a fair market value (FMV) statement required to be fur
nished to the participant since the FMV on December 31 would be zero.

Due Dates
If required to be filed, Form 5498-SA must be filed with the IRS by May 31,
2006.
If Form 5498-SA is required to be filed with the IRS, a statement must be
provided to the recipient (generally Copy B) by May 31, 2006. The participant
may be, but is not required to be, provided with a statement of the December
31,2005, FMV of the participant’s account by January 31, 2006.30

Death of Owner
In the year an HSA owner dies, Form 5498-SA is generally required to be filed
and a statement of the December 31, 2006, account value provided for the
decedent.

30 See, Part H in the 2005 General Instructions for Forms 1099,1098, 5498, and W-2G.
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Note. If the beneficiary is the spouse, the spouse becomes the owner of the
HSA, and the spouse (if an eligible individual) may make contributions into
the HSA. If the beneficiary is not the spouse or there is no named beneficiary,
the account ceases to be an HSA, Archer MSA, or MA-MSA (see Chapter 6).

Completion of Boxes on Form 5498
For 2005, the HSA distribution reporting codes for purposes of Form 5498-SA
for 2005 are as follows:

•

Box 1: This box is used to report Archer MSA contributions. Do not re
port HSA contributions in this box.

•

Box 2: Total Contributions Made in 2005. Enter total HSA (or Archer
MSA) contributions made in 2005, including contributions made in
2006 and designated for 2005.

Note. For contributions made between January 1 and April 15,
2006, the trustee or custodian should obtain the participant’s designa
tion of the year for which the contributions are made.

•

Box 3: Total HSA (or Archer MSA) Contributions Made in 2006 for
2005. Enter total HSA made in 2006 for 2005.

•

Box 4: Rollover Contributions. Enter any rollover contribution to an
HSA (or Archer MSA) received during 2005. Do not report any direct
trustee-to-trustee transfers.
A rollover is where the account holder takes a distribution from
one account and has a 60-day period to redeposit (roll over) into an
other account.

•

Box 5: Fair Market Value. Enter the FMV of the HSA (or MSA) on De
cember 31, 2005.

•

Box 6: Checkbox. Check the “HSA” box.

Reporting HSA Distributions on Form 1099-SA
Purpose of Form 1099-SA
Form 1099-SA, Distributions From an HSA, Archer MSA, or Medicare Advan
tage MSA, is used to report distributions made from an HSA, Archer MSA, or
MA-MSA. A separate return must be filed for each plan type. Form 1099-SA is
not required to be filed if no distributions have been made from the account
for a year.
All distributions from an HSA are required to be reported for the year
during which a distribution takes place.
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Recipients of Form 1099-SA
If a distribution was made, Form 1099-SA is required to be filed with the IRS,
and the payer must also furnish a statement to recipients containing the in
formation furnished to the IRS and, in some cases, additional information.

Due Dates
If required to be filed with the IRS, Copy B of Form 1099-SA or a substitute
statement must be provided to the recipient by January 31 following the year
of the distribution.

If required to be filed, Form 1099-SA must be filed with the IRS by March
28, 2006, or by March 31, 2006, if filed electronically.

Substitute Statement
Generally, a substitute is any statement other than Copy B (and C, in some
cases) of the official form. Substitute statements may be developed or pur
chased from a private printer. However, the substitutes must comply with the
format and content requirements specified in Publication 1179.

Treatment of Transfers
For reporting purposes, contributions and rollovers do not include direct
transfers from an Archer MSA to an HSA or from one HSA to another HSA.

Completion of Form 1099-SA
The rules and coding for Form 1099-SA depend upon when the distribution is
made (that is, in the year of death or in the year after the year of death). If the
HSA account holder dies and the beneficiary is the spouse, the spouse be
comes the account holder. If the named beneficiary is anyone other than the
spouse, the HSA ceases to be an HSA on the date of the account holder’s
death. If there is no named beneficiary, or the beneficiary becomes the per
son’s estate, the FMV of the HSA as of the date of death is required to be re
ported in box 4 of Form 1099-SA.
Note. It is the responsibility of the account beneficiary to determine
whether a distribution is used for qualified medical expenses and to determine
any taxes or penalties due (see Chapter 6).

For 2005, the numbered boxes on Form 1099-SA (2005) are completed as
follows.

Box 1: Gross Distribution
This shows the amount received by the HSA for the year. Enter the gross
amount of the distribution, including any earnings on excess contributions re
ported in box 2. The payer is not responsible for determining the taxable
amount of a distribution. The distribution may have been paid directly to a
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medical service provider or the account holder. If the payment was made di
rectly to a medical service provider, show the account holder as the recipient.

Death. The gross distribution is also reported when a final distribution is
made to the beneficiary in the year of the account holder’s death or in a year
after the year of death.

Box 2: Earnings on Excess Contributions
Enter only the earnings attributable to an excess contribution made to an
HSA or Archer MSA that was returned to the account holder by the due date
of the account holder’s tax return. This amount is also included in box 1. How
ever, earnings on other distributions are only reported in box 1.
Note. In the case of a nonspouse beneficiary, any earnings on the account
after the date of death, box 1 minus box 4 of Form 1099-SA, are taxable. In
the case of an HSA, the amount included on the federal income tax return
(other than an estate) is first reduced by any payments from the HSA made
for the decedent’s qualified medical expenses incurred before the decedent’s
death and paid within one year after the date of death.

Box 3: Distribution Code
Enter one of the following distribution codes. If more than one code applies to
multiple distributions from the same account, separate Forms 1099-SA must
be filed showing the proper code for that distribution.
•

Code 1, normal distributions. Use Code 1 for normal distributions to
the account holder and any direct payments to a medical service pro
vider. Use this code if no other code applies.
Death. If final distribution is made to a surviving spouse beneficiary
after the year of death, use Code 1.

Pledge of account. To the extent assets in an HSA are pledged as secu
rity for a loan and treated as distributed, use Code l.31

•

Code 2, excess contributions. Use Code 2 for distributions of excess
HSA contributions.

•

Code 3, disability. Use Code 3 if distributions are made after the ac
count holder was disabled.

•

Code 4, death distribution (other than Code 6). Use Code 4 for pay
ments to a decedent’s estate in the year of death. Also use Code 4 for
payments to an estate after the year of death.

Note. If the beneficiary is the estate, enter the estate’s name and
taxpayer identification number (TIN) in place of the recipient’s on the
form.

31 IRC § 223(e)(2).
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•

Code 5, prohibited transaction. Use Code 5 for amounts treated as dis
tributed if the HSA account loses its exemption from taxation when
the owner or owner’s beneficiary engages in a prohibited transaction.32

•

Code 6, death distribution after year of death to a nonspouse benefici
ary. Use Code 6 for payments to a nonspouse beneficiary, other than
an estate, after the year of death. See Codes 1 and 4.

Box 4: FMV on Date of Death
Enter the FMV of the account on the account holder’s date of death.
Note. If an HSA is inherited by a nonspouse beneficiary, the FMV on the
date of death is reported on the beneficiary’s tax return for the year the ac
count owner dies, even if the distribution is received in a later year.
If the HSA account holder dies and the beneficiary is the spouse, the
spouse becomes the account holder. If the named beneficiary is anyone other
than the spouse, the HSA ceases to be an HSA on the date of the account
holder’s death. If there is no named beneficiary, or the beneficiary becomes the
person’s estate, the FMV of the HSA as of the date of death is required to be
reported in box 4 of Form 1099-SA.

Box 5: Checkbox
This shows the type of account that is being reported. Check the appropriate
box (for example, HSA, Archer MSA, or MA-MSA).

Reporting Additional Taxes on Excess HSA Contributions
on Form 5329
Purpose of Form 5329
Form 5329, Additional Taxes on Qualified Plans (Including IRAs) and Other
Tax-Favored Accounts, is used by individuals to report additional taxes on
many different types of retirement, education, and health arrangements. Part
VII of Form 5329 addresses the tax on excess contributions to an HSA under
Code Section 4973 (discussed later).

Who Must File Form 5329
An individual must file Form 5329 for 2005 if contributions with respect to
2005 exceed the maximum contribution limit. (See Appendix F for Form
5329.)
Note. Form 5329 is also required if there was a tax due from an excess
contribution on line 17 (regarding traditional IRAs), line 25 (regarding Roth
IRAs), line 33 (regarding Coverdell Education Savings Accounts (ESAs)), or

32 IRC § 223(e)(2).
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line 41 (regarding Archer MSAs) of the prior year’s (2004) Form 5329. How
ever, excess contributions to an HSA for the prior year are addressed on Form
8889 (discussed later).

No Joint Filings of Form 5329
In the case of joint returns, if both spouses are required to file Form 5329, a
separate form must be completed for each spouse. The combined tax is re
ported on Form 1040, line 59.

Amended return. If filing an amended 2005 Form 5329, check the box at
the top of page 1 of the form. Do not use the 2005 Form 5329 to amend a re
turn for any other year.

Due Date
Form 5329 is to be filed as an attachment to Form 1040 by the due date, in
cluding extensions, of Form 1040. If Form 1040 is not required to be filed,
complete and file Form 5329 by itself at the time and place Form 1040 would
be required to be filed.

Note. Be sure to include address information and signature. Enclose, but
do not attach, a check or money order payable to "United States Treasury” for
any taxes due. Write the Social Security number and “2005 Form 5329” on the
check.
Prior tax years. If filing Form 5329 for a prior year, use that year’s version
of the form. Unless there are other changes, the form can be filed by itself;
otherwise file Form 5329 for that year with Form 1040X, Amended U.S. Indi
vidual Income Tax Return.

Completion of Part VII of Form 5329
If the contributions to an individual’s HSA exceed the contribution limit and
were not timely removed (see Chapter 6), Part VII of Form 5329 must be com
pleted.

Line 42. Enter the contributions made for 2005 (unless withdrawn) that
exceed the contribution limit. The instructions for Form 8889 explain how to
figure excess contributions. Some or all of the excess contributions for 2005
may be withdrawn and they will not be treated as having been contributed if:

•

The withdrawal is made by the due date, including extensions, of the
2005 return;

•

No exclusion from income is claimed for the amount of the withdrawn
contributions; and

•

Any earnings on the withdrawn contributions are also withdrawn and
included in gross income.

See Appendix F for draft 2005 Form 5329.
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Extension for Timely Filers
If the tax return was timely filed without withdrawing the excess contribu
tions, the withdrawal can be made no later than six months after the due date
of the tax return, excluding extensions. If applicable, file an amended return
with “Filed pursuant to section 301.9100-2” written at the top. Report any re
lated earnings for 2005 on the amended return and include an explanation of
the withdrawal. Make any other necessary changes on the amended return
(for example, if the contributions were reported as excess contributions on the
original return, include an amended Form 5329 reflecting that the withdrawn
contributions are no longer treated as having been contributed).

Reporting Excise Tax on Prohibited Transactions
Purpose of Form 5330
Form 5330, Return on Excise Taxes Related to Employee Benefit Plans, is
used to report any tax on a prohibited transaction (see Chapter 6). Code Sec
tion 4975 generally imposes an excise tax on a disqualified person who en
gages in a prohibited transaction with an HSA (as well as other types of
health, education, and retirement plans).
Note. If the account owner engages in a prohibited transaction with re
spect to an HSA, the account ceases to be an HSA and the prohibited transac
tion tax does not apply. Other individuals who are disqualified individuals (for
example, the employer), however, may have participated in the prohibited
transaction and are required to file Form 5330.

Caution: An HSA, may be subject to the excise tax on prohibited
transactions under Code Section 4975.33 (See Chapters 2 and 8.)

Due Date
If a prohibited transaction is subject to the prohibited transaction excise tax,
Form 5330 is required to be filed by the last day of the seventh month after
the end of the tax year of the employer or other person who must file the re
turn.

Completion of Form 5330
When a disqualified person participates in a prohibited transaction involving
an HSA (other than his or her own HSA that ceases to be an HSA), he or she
must complete Part IV, Tax on Prohibited Transactions, and Part V, Schedule
of Other Participating Disqualified Persons and Description of Correction, of
Form 5330. If all prohibited transactions have not been corrected by the end of

33 IRC § 4975. See, too, IRC § 4975(d), 4975(f)(6)(B)(ii), and 4975(f)(6)(B)(iii) for specific exemptions to prohibited transactions. Also see IRC §
4975(c)(2) for certain other transactions or classes of transactions that may be exempt.
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the tax year, an explanation must be attached that indicates when each cor
rection has been or will be made.

The tax determined in Part IV (line 25c) is then entered on line 6a of the
form on page 1. The total tax due is shown on line 13c. “Form 5330, Section(s)
4975, [enter applicable Code sections]” should be shown on the payment along
with the taxpayer’s name and tax identifying number.

Form 8889, Health Savings Accounts (HSAs)
Purpose of Form 8889
The purpose of Form 8889, Health Savings Accounts (HSAs), is to:

•

Report HSA contributions (including those made on the HSA owner’s
behalf and employer contributions);

•

Figure the HSA deduction; and

•

Report distributions from HSAs.

Who Must File Form 8889
Form 8889 must be filed with the IRS as an attachment to Form 1040 by the
HSA owner if either of the following apply.

•

Contributions were made to the HSA, including contributions made
on the owner’s behalf and by the owner’s employer in 2005.

•

The owner received distributions from his or her HSA in 2005.

In addition, if a beneficiary (including an estate) acquired an interest in
an HSA because of the death of the account owner, Form 8889 must be filed.

Filing Upon Death of Owner
If the account beneficiary’s surviving spouse is the designated beneficiary, the
HSA is treated as if the surviving spouse were the account beneficiary. The
surviving spouse completes Form 8889 as though the HSA belonged to him or
her.

If the designated beneficiary is not the account beneficiary’s surviving
spouse, or there is no designated beneficiary, the account ceases to be an HSA
as of the date of death. The beneficiary completes Form 8889 as follows.

•

Enter “Death of HSA account beneficiary” across the top of Form
8889.

•

Enter the name(s) and the Social Security number shown on the bene
ficiary’s tax return in the spaces provided at the top of the form and
skip Part I, regarding contributions and deductions.

•

On line 12a, enter the FMV of the HSA as of the date of death.
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•

On line 13, for a beneficiary other than the estate, enter qualified
medical expenses incurred by the account beneficiary before the date
of death that are paid within one year after the date of death.

•

Complete the rest of Part II.

If the account beneficiary’s estate is the beneficiary, the value of the HSA
as of the date of death is included on the account beneficiary’s final income tax
return. Complete Form 8889 as described above, except Part I should be com
pleted if applicable.

Note. The distribution is not subject to the additional 10 percent tax. Re
port any earnings on the account after the date of death as income on the
beneficiary’s tax return.

Reporting Contributions and Deductions on Form 8889
Part I of Form 8889 is used to figure the HSA deduction, any excess contribu
tions made (including those made on the owner’s behalf), and any excess con
tributions made by an employer.

The amount that may be deducted for HSA contributions is limited by the
applicable portion of the HDHP’s annual deductible (line 3) reduced by any
contributions to the taxpayer’s Archer MSAs (line 4) and any employer contri
butions (line 9).
If age 55 or older at the end of 2005, the individual can increase the con
tribution limit by up to $600 (the 2005 limit; line 3 or line 7 depending on the
type of coverage and marital status).
An individual can make deductible contributions to an HSA even if his or
her employer made contributions.

Complete lines 1 through 11 as instructed on the form. However, if filing
jointly, and each spouse has a separate HSA and an HDHP with family cover
age, complete a separate Form 8889 for each spouse using the rules (see
Chapter 4). Combine the amounts on line 11 of both Forms 8889 and enter
this amount on Form 1040, line 28. Be sure to attach both Forms 8889 to the
tax return.
If an individual does not have the same coverage on the first day of every
month during 2005, or was age 55 or older at the end of 2005, work through
the chart (see Chapter 4; also in the instructions for Form 8889) for each
month of 2005. Enter the result on the worksheet next to the corresponding
month. If eligibility and coverage did not change from one month to the next,
enter the same number that was entered for the previous month.

Employer contributions include any amount an employer contributes to
an HSA. These contributions should be shown in box 12 of Form W-2 with
Code W. If an employer made excess contributions, the excess may have to be
reported as income. The excess employer contributions are the excess, if any,
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of the employer’s contribution over the taxpayer’s limitation shown on line 8 of
Form 8889. If the excess was not included in income on Form W-2, it is to be
reported as “Other income” on Form 1040 (unless corrected, see Chapter 4).

The allowable HSA deduction (taking into account employer contributions
that were excluded from income) is shown on line 11 of Form 8889.

Practice Pointer: If line 2 (actual contributions) is more than line 11
(deductible contributions), the individual made an excess contribution.
See prior discussion of Form 5329 and for methods of correction to
avoid the 6 percent tax on excess contributions.

Deemed Distributions
The following situations resulting in deemed distributions from an HSA are
reported in the following manner.
1.

The owner participated in a prohibited transaction with respect to an
HSA, at any time in 2005. The account ceases be an HSA as of Janu
ary 1, 2005, and the FMV of all assets in the account as of January 1,
2005, must be included on line 12a.

2.

Any portion of an HSA was used as security for a loan at any time in
2005. The FMV of the assets used as security for the loan must be in
cluded as income on Form 1040, line 21.

Distribution Reporting—Part II of Form 8889
If a distribution is made from an HSA, Part II, HSA Distributions, of Form
8889 must be completed. Complete Part II as follows.

•

Line 12a. Enter the total distributions received in 2005 from all HSAs.
These amounts should be shown in box 1 of Form 1099-SA.

•

Line 12b. Include any distributions received in 2005 that qualified as
a rollover contribution to another HSA. Also include any excess con
tributions (and the earnings on those excess contributions) included
on line 12a that were withdrawn by the due date, including exten
sions, of the return.

•

Line 13. In general, include distributions from all HSAs in 2005 that
were used for the qualified medical expenses of the account benefici
ary and his or her spouse or dependents that were incurred on or after
the first day of the first month the HSA owner became an eligible
individual.
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Caution: No deduction may be claimed on Schedule A (Form
1040) for any amount included on line 13.

Additional 10 Percent Tax
Lines 15a and 15b. HSA distributions included in income (line 14) are subject
to an additional 10 percent tax unless an exception applies (see Chapter 6).
If any of the following exceptions apply to any of the distributions included
on line 14, check the box on line 15a. Enter on line 15b only 10 percent (.10) of
any amount included on line 14 that does not meet any of the exceptions:

1.

Disability.

2.

Death.

3.

Age (currently 65).

4.

Rollovers and transfers.

See Chapter 6 for a more detailed discussion of these exceptions.
The additional 10 percent tax does not apply to distributions made after
the account beneficiary dies, becomes disabled, or turns age 65.

Note. It would also appear that the 10 percent additional tax would not
apply to earnings that must be distributed in connection with the correction of
an excess contribution. The earnings are reported in box 2 of Form 1099-SA.
Although included in gross income, the earnings are not reported on Form
8889, and are not therefore included in the amount subject to the 10 percent
additional penalty shown on line 14.

Reporting Employer Contributions on Form W-2
Employer contributions to an HSA are reported in box 12 of Form W-2, using
Code W. Generally employer contributions to an employee’s HSA are not sub
ject to income, Social Security/Medicare, or Railroad Retirement taxes and
will not affect amounts otherwise reported in boxes 1, 3, and 5 of Form W-2.
The amount shown as an HSA contribution in box 12 of Form W-2 is to be en
tered on line 9 of Form 8889.
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8
Beyond the Internal Revenue Code:
Other Federal and State Laws That
Affect Health Savings Accounts
By Christine L. Keller, Esq.

Groom Law Group

Although most of the requirements of Health Savings Accounts (HSAs)
are set forth in the Internal Revenue Code and IRS guidance, other
federal laws that could affect HSAs are the Employee Retirement In
come Security Act of 1974 (ERISA) and the Health Insurance Portabil
ity and Accountability Act of 1996 (HIPAA) privacy rules. In addition,
certain state laws may affect HSA administration, or may influence
whether an HDHP can be offered in a particular state. Finally, because
an HSA is an investment vehicle, federal laws that regulate securities
may also apply. This chapter begins by examining both the Depart
ment of Labor (DOL) guidance that sets the parameters regarding
ERISA plan status, and the consequences of such status. The chapter
then discusses the impact that state law may have on HSAs and the
accompanying high deductible health plan (HDHP). Finally, the chap
ter discusses how the securities laws could potentially affect HSAs.

DOL Guidance Regarding the Application of ERISA to HSAs
In April 2004, the DOL issued guidance that should allow most HSAs to be
outside the scope of ERISA, as long as specific requirements are satisfied. The
guidance was issued in the form of a Field Assistance Bulletin (FAB 2004-01)
and provides that, although an HDHP sponsored by an employer will be con
sidered an ERISA plan, the HSA itself will generally not be considered an
ERISA plan—even if the employer makes contributions to the HSA and se
lects only one HSA provider to which it forwards employer and employee con
tributions—as long as the employer does not do any of the following:
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1.

Require employees to establish an HSA (for example, employees must
voluntarily agree to make contributions);

2.

Limit the ability of participants to roll funds over to another HSA, if
allowed by the Code;

3.

Impose conditions on the use of HSA funds (for example, stating that
HSA distributions may only be used for medical expenses);

4.

Make or influence the investment decisions with respect to funds con
tributed to an HSA;

5.

Represent that the HSAs are an employee welfare benefit plan estab
lished and maintained by the employer; and

6.

Receive any payment or compensation in connection with an HSA.

This guidance represents a major departure from existing safe harbor
guidance that allows group health arrangements and individual retirement
arrangements to be exempt from ERISA.1 To be covered by those safe harbors,
an employer may not make any contributions to those plans. In this guidance,
DOL highlights differences between HSAs and group insurance arrange
ments, and concludes that even if an employer contributes to an HSA, the
HSA is still not subject to ERISA as long as the factors described above are
satisfied, because employer involvement will be limited.

Note on DOL Field Assistance Bulletins. A Field Assistance Bulletin
(FAB) is guidance that the DOL issues to its enforcement staff to follow in
conducting an audit. Although the guidance is not directly binding on employ
ers as is a legislative rule,2 a court would likely defer to the position taken by
DOL in a FAB since FABs are considered views of the agency responsible for
interpreting and issuing guidance with respect to ERISA.3

What It Means for an Employer to "Establish and Maintain” an ERISA Plan
The DOL FAB indicates that an employer may not represent that the HSAs
are an employee welfare benefit plan established and maintained by the em
ployer. This raises the question of whether there are certain actions the em
ployer could take, perhaps inadvertently, that would cause the HSA to be
subject to ERISA.
It seems, based upon other DOL guidance and case law involving the
group insurance safe harbor under DOL Regulations Section 2510.3-l(j), that
an employer’s actions have a direct influence on whether an HSA is subject to
ERISA. For example, DOL guidance and case law involving the group insur
ance safe harbor under DOL Regulations Section 2510.3-1(j) illustrates cer
tain actions that could lead to a determination that the employer has estab
1 See 29 CFR 2510.3-l(j) and 29 CFR 2510.3-2(d).
2 See Chevron U.S.A., Inc. v. Natural Resources Defense Council, 467 U.S. 837 (1984).
3 See In re: WorldCom, Inc., 2005 WL 221263 (S.D.N.Y. Feb. 1, 2005), in which the court relied heavily on a DOL Field Assistance Bulletin in
ruling that Merrill Lynch had no liability as a directed trustee in connection with losses suffered by the WorldCom 401(k) plan resulting from

its holdings in WorldCom stock.
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lished and maintained a group insurance arrangement, causing the arrange
ment to be outside the safe harbor and subject to ERISA. This guidance is
helpful in determining what actions may potentially cause the HSA to be
subject to ERISA. These actions include the following:4
1.

Use of employer’s name on HSA communication and promotional ma
terials without a disclaimer indicating that the employer is not the
sponsor of the HSA and does not endorse it;

2.

A statement by the employer on HSA documents indicating that
ERISA applies;

3.

Listing the employer as plan administrator of the HSA and agent for
legal service of process in summary plan description (SPD); and

4.

Giving the employer sole authority to cancel the HSA arrangement.

As noted above, the employer is permitted to contribute to an HSA with
out causing the HSA to be subject to ERISA. Thus, the employer is permitted
more latitude in the HSA context than in the group insurance context. Never
theless, to avoid ERISA plan status for an HSA, actions such as those de
scribed above should be avoided.

The following examples illustrate the types of actions that the employer
may take, and the types of actions that an employer should avoid, to increase
the likelihood that the HSA will not be considered an ERISA plan.
Example 8-1. Employer A wishes to make an HSA available to employ
ees who participate in the HDHP that Employer A sponsors. Employer A con
tacts potential HSA trustees, and selects one HSA trustee to provide trust
services to its employees. Employer A signs a contract with the HSA trustee
that identifies the specific services that the HSA trustee will provide to Em
ployer A’s employees, including accepting pretax salary reduction contribu
tions from Employer A’s payroll system. Employer A also signs a trust agree
ment with the HSA trustee on behalf of all employees (employees do not exe
cute their own individual trust agreements with the HSA trustee). Employer
A distributes enrollment materials bearing only its logo to employees with in
structions that employees may establish an HSA by completing and returning
such materials to Employer A during the open enrollment period. Employer A
distributes an HSA SPD bearing only its logo to each employee who enrolls in
the HSA option. The SPD indicates that Employer A is the plan administrator
of the HSA, and that all questions about the HSA should be directed to Em
ployer A. Under this fact pattern, it would appear that the employer has rep
resented that it is establishing and maintaining the HSA. Thus, the HSA
would likely be subject to ERISA.

4 See DOL Adv. Opn. 94-26A (July 11, 1994); DOL Adv. Opn. 80-21A (April 17,1980); DOL Adv. Opn. 75-06 (November 3,1975); Nicholas v.
Standard Ins. Co., 29 EBC 1570 (6th Cir. 2002); Adams v. Unum Life Insurance Company of America, 200 F. Supp. 2d 796 (N.D. OH 2002).
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Example 8-2. The facts are the same as above, except that Employer B:

•

Does not sign a trust agreement with the HSA trustee. Rather, Em
ployer B specifies in the contract with the HSA trustee that the trus
tee must execute separate trust agreements with each of Employer B’s
employees who decide to enroll in the HSA;

•

Distributes enrollment materials that clearly identify the HSA trustee
and indicate that the employer is merely facilitating enrollment in the
HSA, but is not the sponsor of the HSA. The enrollment materials ad
vise employees to direct questions about the operation of the HSA di
rectly to the HSA trustee. A contact name and phone number of the
HSA trustee is provided.

•

Distributes an SPD that clearly identifies the HSA trustee, states that
Employer B is not the plan administrator of the HSA, and states that
the HSA is not intended to be subject to ERISA.

Under this fact pattern, it would not appear that Employer B has repre
sented that it is establishing and maintaining the HSA. Thus, in the absence
of other circumstances prohibited in the DOL FAB, the HSA would likely not
be subject to ERISA.

Use of Debit Card With HSA
The IRS provided in Notice 2004-02, Q&A 37 that a debit, credit, or stored
value card may be used with an HSA to receive distributions for qualified
medical expenses. However, it is not clear what, if any, impact the use of a
debit card will have on the ERISA status of an HSA. For example, if an em
ployer makes arrangements with an HSA trustee to offer an HSA with a debit
card to employees, but the employer chooses a restricted debit card that can
only be used for medical expenses, it is possible that DOL could take the posi
tion that the employer has impermissibly restricted the use of the HSA by
limiting the debit card to use for medical expenses.
Although there is no direct guidance from DOL on this point, as long as an
HSA account holder has the ability to make withdrawals for nonmedical ex
penses from the HSA in some reasonable manner (for example, a checkbook,
or withdrawal request form), it would appear that a debit card accompanying
the HSA could be limited to use for medical expenses without violating the
prohibition in the FAB against imposing conditions on the use of HSA funds.
In addition, this should not violate the IRS prohibition that the use of the
HSA not be limited to medical expenses.5 It should be noted, however, that the
answer may differ if the employer customizes the debit card to suit its par
ticular needs. For example, if an employer requested that the HSA trustee of
fer a debit card that could only be used in a certain store or to purchase a par
ticular product, the employer may be found to have imposed conditions on the
use of HSA funds, resulting in impermissible employer involvement and

5 See Notice 2004-50, Q&A 79,2004-33 IRB 196.
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ERISA status. To the extent possible, to avoid ERISA status, the employer
should seek an “off the shelf" HSA with debit card to offer to employees.

Investment Options
The DOL FAB indicates that an employer may not make or influence the in
vestment decisions with respect to funds contributed to an HSA without
causing the HSA to be subject to ERISA. However, the guidance also provides
that an employer can select a single HSA trustee to which it forwards salary
reduction contributions. This raises the question of whether, by selecting an
HSA trustee, the employer has also restricted investment options, since any
given trustee will only offer a particular set of investment options.
By choosing one particular HSA provider over another, an employer is, to
a certain extent, limiting an employee’s HSA investment options. However,
the employee is free to establish a second HSA with any trustee, and to roll
amounts from the employer-HSA into the second HSA (see Chapter 5). Ac
cordingly, the mere act of selecting a single HSA trustee, even one with lim
ited investment options, should not be viewed by the DOL as a violation of the
prohibition against making or selecting investment options.

Consequences of Being Outside the Scope of ERISA
The issue of whether ERISA applies is significant, because a plan sponsor
must satisfy certain obligations if a plan is subject to ERISA. These obliga
tions do not apply if the plan is not subject to ERISA. For example, if the HSA
is not subject to ERISA, there is no obligation to file a Form 5500 (ERISA Sec
tion 103), provide an SPD (ERISA Section 102), adopt a claims procedure
(ERISA Section 503), offer COBRA coverage (ERISA Part 6), or comply with
HIPAA portability or nondiscrimination rules (ERISA Part 7) with respect to
the HSA. In addition, the fiduciary responsibility requirements of ERISA Part
4 will not apply. Similarly, ERISA Section 502 and the legal actions available
under Part 5 of ERISA will not apply. If an employer or insurer is sued in
connection with an HSA, state law rather than ERISA will control, since
ERISA preemption (ERISA section 514) would not apply. Please note that the
prohibited transaction rules in Code Section 4975 will continue to apply, as
described below.

Legal Obligations If HSA Is Subject to ERISA
Although there is no DOL guidance on this point, if the HSA is subject to
ERISA, presumably the employer will have to treat the HSA as it would any
other group health plan that is subject to ERISA. This would include comply
ing with applicable Form 5500 filing requirements, maintaining a plan docu
ment, and providing an SPD to participants. In addition, as described below,
the employer will have to determine how, if at all, to comply with the federal
mandates that apply to group health plans including COBRA rules, HIPAA
portability/nondiscrimination rules, and claims procedure requirements for
group health plans, notwithstanding that, from a practical standpoint, these
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rules may not make sense in the HSA context. Finally, the ERISA fiduciary
rules will apply and, if an employer or insurer is sued in connection with an
HSA, ERISA rather than state law will generally control because of ERISA
preemption.

Application of COBRA If HSA Is Subject to ERISA
IRS Notice 2004-2, Q&A 35 2004-2 IRB 269, provides that HSAs are not sub
ject to COBRA continuation coverage under Code Section 4980B. This position
is based on language in Code Section 106(d), which cross-references Code Sec
tion 106(b)(5) (providing that a contribution by an employer to an Archer
Medical Savings Account is not subject to the COBRA rules under Code Sec
tion 4980B). However, both the IRS and Congress left open the question of
whether HSAs are subject to COBRA continuation coverage under ERISA
Part 6. The DOL has not addressed this issue, and it is possible that if the
DOL considers an HSA sponsored by an employer to be a “group health plan”
under ERISA Part 6, an employer would have to satisfy all applicable COBRA
notice and disclosure requirements, including providing a COBRA General
Notice within 90 days of enrollment in the HSA.

However, the IRS and DOL jointly administer COBRA, with the IRS re
sponsible for interpreting the substantive rules, and the DOL responsible for
interpreting the notice and disclosure rules.6 It is therefore unlikely that the
DOL would unilaterally enforce a COBRA obligation where the IRS has
stated in guidance that COBRA does not apply for purposes of the Internal
Revenue Code. Further, because the HSA account must be nonforfeitable to
satisfy requirements under Code Section 223 (see Chapters 2 and 3), an HSA
account owner should therefore never lose HSA coverage. Thus, there would
generally not be a qualifying event with respect to an HSA for purposes of
COBRA.7

HIPAA Portability and Nondiscrimination Rules If HSA Is Subject to ERISA
If an HSA is subject to ERISA, it is possible that an employer would be re
quired to distribute a HIPAA certificate of creditable coverage and comply
with the HIPAA nondiscrimination rules.

The DOL has not addressed this issue, but if the DOL considers an HSA
sponsored by an employer to be a “group health plan” for purposes of ERISA
Part 7, an employer would technically be required to comply with the HIPAA
portability and nondiscrimination rules, including providing a HIPAA certifi
cate of creditable coverage upon request, and not discriminating between HSA
participants on the basis of a health factor (but see the note at the end of this
section).

ERISA Section 733(a) provides that the term group health plan means an
employee welfare benefit plan that provides medical care to employees or their
dependents (as defined under the terms of the plan) directly or through insur
6 See Treas. Reg. § 54.4980B-1 though 10; see 29 CFR 2590.606.
7 See ERISA §603.
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ance, reimbursement, or otherwise. The term medical care for this purpose
means amounts paid for (A) the diagnosis, cure, mitigation, treatment, or pre
vention of disease, or amounts paid for the purpose of affecting any structure
or function of the body; (B) amounts paid for transportation primarily for and
essential to medical care referred to in subparagraph (A); and (C) amounts
paid for insurance covering medical care referred to in subparagraphs (A) and
(B).

Because an HSA is primarily designed to provide funds for medical care,
the HIPAA portability and nondiscrimination rules will technically apply to
an HSA, requiring an employer with two or more active employees (ERISA
Section 732(a)) enrolled in an HSA to comply with the HIPAA portability and
nondiscrimination requirements of ERISA Part 7. These rules would, among
other things, require an employer to issue a certificate of creditable coverage
with respect to the HSA upon request of the HSA account owner to comply
with ERISA Section 701(e)(1)(A) and 29 CFR 2590.701-5(a)(2)(iii). Although a
certificate of coverage is also required upon loss of coverage, as noted above,
an HSA account owner generally will not lose HSA coverage. In addition, the
HIPAA nondiscrimination rules described in ERISA Section 702 and 29 CFR
2590.702 would prohibit an employer who sponsors a group health plan from
discriminating on the basis of any health factor. These rules could be relevant
in the HSA context if, for example, the employer wished to contribute an addi
tional amount to the HSAs of employees who were willing to participate in a
wellness program, for which the DOL sets forth specific requirements.8
Note. The final HIPAA portability regulations note in the preamble that,
as a practical matter, the rules pertaining to preexisting conditions and spe
cial enrollment will generally not apply to HSAs.9

DOL Claims Procedure Rules If HSA Is Subject to ERISA
If an HSA is subject to ERISA, it is possible that an employer would be re
quired to comply with the DOL claims procedure rules that apply to group
health plans. The DOL has not addressed this issue, but if the DOL considers
an HSA sponsored by an employer to be a welfare plan for purposes of ERISA
generally, an employer would be required to implement a claims procedure
that satisfies certain requirements.10 Presumably, that claims procedure
would have to comply with the requirements applicable to group health plans.
An ERISA welfare benefit plan is defined in ERISA Section 3(1) as any plan,
fund, or program established or maintained by an employer or by an employee
organization, or by both, for the purpose of providing benefits for its partici
pants or their beneficiaries that include medical, surgical, or hospital care or
benefits, or benefits in the event of sickness. Because an HSA is primarily de
signed to provide funds for medical care, in the absence of further DOL guid
ance, it appears that the claims procedure rules would apply. These rules
8 See ERISA § 702(b)(2)(B); 29 CFR 2590.702(c)(3).
9 69 FR 78720, 78734 (December 30, 2004) (29 CFR Part 2590,26 CFR Parts 54 and 602 and 45 CFR Parts 144 and 146).
10 See ERISA § 503 and 29 CFR 2560.503-1.
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would, for example, require an employer to provide a notice of adverse deter
mination and appeal rights within a certain time frame when an employee re
quests a withdrawal from an HSA with insufficient funds in it.

The claims procedures, if required by DOL, will not apply in many cir
cumstances. IRS Notice 2004-2, Q&A 29 and 30, 2004-2 IRB 269, provides
that an HSA account owner is not required to submit receipts for medical ex
penses to trustees, custodians, or employers. Rather, a self-substantiation rule
is in place, and an HSA account owner is responsible for determining on his or
her own whether an item is a medical expense. Thus, there will be few cir
cumstances in which the employee makes a “claim” with the employer for
HSA funds. However, as noted above, if an employee attempts to withdraw
amounts from an HSA with insufficient funds, that would presumably require
the employer to provide a notice of adverse determination and appeal rights.
In addition, for urgent care claims and preservice claims, the DOL claims pro
cedures require that claimants be apprised of the plan’s benefit determina
tion, whether the determination is adverse or a complete grant, in accordance
with the timeframes generally applicable to urgent care and preservice
claims.11 Such notices must contain sufficient information to fully apprise the
claimant of the plan’s decision to approve the requested benefits. Accordingly,
it appears that there may be situations in which an employer is technically
required to provide a notice of approval when an employee withdraws an
amount from his or her HSA. However, this rule will be difficult to administer
in practice, given the fact that the employer may not know the reason that an
employee requests an HSA distribution.

Fiduciary Standards If HSA Is Subject to ERISA
If an HSA is subject to ERISA, the following fiduciary standards, set forth in
ERISA Part 4, would have to be satisfied:

11 See 29 CFR 2560.503-l(f)(2)(i) and (iii).
12 ERISA §402.

13 ERISA §403.

1.

Written plan document. The HSA written plan document would have
to describe the funding policy, procedure for allocation of responsibili
ties under the plan, procedure for amending the plan, and basis on
which payments are made to and from the plan. A fiduciary must fol
low the written plan document.12

2.

Trust or custodial account. HSA plan assets would be required to be
held in trust or custodial account.13 This is also a requirement for pur
poses of Code Section 223 (see Chapter 7).

3.

Prudent investor standard. The “prudent investor” standard of care
requires a fiduciary to discharge his or her duties with the care, skill,
prudence, and diligence under the circumstances then prevailing that
a prudent investor acting in a like capacity and familiar with such
matters would use in the conduct of an enterprise of like character
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and with like aims.14 The fiduciary of an HSA would have to comply
with this standard. Although ERISA Section 404(c) is available to pro
tect fiduciaries who oversee participant-directed pension plans, this
section would not apply to HSAs. Thus, the fiduciary could be exposed
to liability for loss on participant-directed investments in an HSA.

4.

Diversification. The duty to diversify plan investments would require
an HSA fiduciary to diversify the investments of the HSA so as to
minimize the risk of large losses, unless under the circumstances it is
clearly prudent not to do so.15

5.

Exclusive benefit rule. The exclusive benefit rule requires that plan
money must be spent only on benefits or expenses of plan administra
tion.16 The exclusive benefit rule would prohibit a fiduciary from using
HSA assets for any purpose other than to benefit the HSA account
owner or to pay HSA plan expenses.

Consequences Under ERISA of Fiduciary Violation
The potential consequences that result from a fiduciary violation of ERISA are
as follows:

14 ERISA § 404(a)(1)(B).
15 ERISA § 404(a)(1)(C).
16 ERISA § 404(a)(1)(A).
17 ERISA §§ 409, 502(a)(2).
18 ERISA § 502(g)(3).
19 ERISA §502(1).
20 ERISA § 501(a)(5), (8).

•

The fiduciary is personally liable to make good any losses suffered by
the plan on account of the fiduciary’s violation and to restore to the
plan any profits that the fiduciary made by use of plan assets in viola
tion of his or her fiduciary duties.17

•

The DOL, plan participants and beneficiaries, and other fiduciaries
can sue and, if they win, can be awarded attorneys’ fees and court
costs in addition to the cost of making up losses and restoring any im
proper profits.18

•

In any action or settlement involving the DOL, the DOL must assess a
penalty of 20 percent of the “applicable recovery amount” in a case of a
breach of fiduciary duty or co-fiduciary liability. The DOL may waive
or reduce the penalty only if it concludes that (1) the fiduciary acted
reasonably and in good faith, or (2) the fiduciary could not be expected
to make the plan whole without severe hardship unless a waiver is
granted.19

•

A court can order the fiduciary removed from his or her position as a
fiduciary, can enjoin further breaches by the fiduciary or other party
in interest, and provide other equitable relief.20
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•

In the case of a criminal, willful violation of ERISA, an individual may
be subject to fines of up to $100,000 and imprisonment for up to 10
years, while a corporation may be subject to fines of up to $500,000.21

•

In the case of a prohibited transaction by a party-in-interest (which is
the same as a “disqualified person”), the IRS may assess a penalty of
15 percent of the “amount involved” (defined under Code Section
4975(f)(4)) in each transaction for each year or part thereof during
which the prohibited transaction continues. If the transaction is not
corrected within the taxable period, such penalty may be in an
amount not more than 100 percent of the amount involved.22

Fiduciary Standards That Apply If an HSA Is Not Subject to ERISA
If an HSA is not subject to ERISA, state law fiduciary trust requirements
(which may be similar to the ERISA requirements described above) will apply.
The following is an illustration of such requirements under Minnesota and
Connecticut law.
Trust document. A trustee is required to administer the trust in accor
dance with the terms of its underlying trust documents. This is particularly
relevant with regard to investment strategy and the allocation of receipts to
and disbursements from the trust. To the extent the trust documents are si
lent, state law may impose different duties on the trustee.23
Best judgment/prudent investor rules. A trustee must invest the trust as
sets with reasonable care and must diversify the trust assets unless contrary
to the purposes of the trust.24

Loyalty. A trustee must administer the trust solely in the interest of the
trust’s beneficiaries.25
Records. The trustee must maintain adequate records supporting all
transactions with the trust and the records must be made reasonably avail
able to the trust beneficiaries. The trustee must also separately account for
each beneficiary under the trust.26

DOL Guidance on HSAs and the Prohibited Transaction Rules
In addition to FAB 2004-01, in December 2004, the DOL issued Advisory
Opinion 2004-09A involving the application of the prohibited transaction rules
to HSAs. Specifically, the Advisory Opinion held that an incentive payment
deposited by an HSA trustee to an account holder’s HSA would not violate the

21 ERISA §501.
22 IRC § 4975.
23 E.g., Minn. Trust Companies § 48A.07 (where no written instruction, bank or trust company must use best judgment in selection of
authorized securities and is responsible for the validity, regularity, quality and value of them at the time made, and for their safekeeping);
Conn. Principal and Income Act § 45a-542b; § 45a-542c (if unable to comply with written terms of trust, a trustee shall consider all factors
relevant to the trust and its beneficiaries, including the needs for liquidity, regularity of income and preservation and appreciation of capital).
24 Minn. Trust Companies § 48A.07; Conn. Uniform Prudent Investor Act § 45a-541b.
25 Minn. Uniform Custodial Trust Act § 529.06; Conn. Uniform Prudent Investor Act § 45-541e.
26 Minn. Uniform Custodial Trust Act §§ 529.05, 529.06.
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prohibited transaction rules of Code Section 4975 or ERISA Section 406 (see
Chapter 7).

Note. The prohibited transaction rules are located in both the Internal
Revenue Code (Code Section 4975) and ERISA (ERISA Section 406). Even if
an HSA is not subject to ERISA, the prohibited transaction rules of Code Sec
tion 4975 will apply.27

HSAs and HIPAA Privacy
The Centers for Medicare and Medicaid Services (CMS) has not yet issued any
guidance concerning whether an HSA is subject to the HIPAA privacy regula
tions. However, the regulations apply to a health plan, which is broadly de
fined to include “any other individual or group plan or combination of individ
ual or group plans, that provides or pays for the cost of medical care.”28 It
would seem that this definition would be broad enough to encompass an HSA
arrangement, whether provided by the employer or individually, since it is an
arrangement primarily intended to pay for medical care. Whether an HSA is
subject to ERISA is not relevant to this determination. As a practical matter,
health information may not actually be used or disclosed, since HSA account
holders do not have to submit receipts for medical care in order to obtain re
imbursement. Accordingly, there may be little need for safeguards. Neverthe
less, the privacy notice and business associate requirements may technically
apply.

Practice Pointer: The fact that someone is a participant in a plan
can be considered protected health information. Accordingly, the HSA
(for example, trustee/administrator) would need to be careful not to
disclose a list of participants for purposes other than administering
the plan (for example, it could not sell or provide a list of participants
for marketing purposes). The trustee or administrator should consider
providing a privacy notice when the person enrolls in the HSA, in
cluding language explaining that the HSA funds used for medical ex
penses are self-substantiated, so generally would not have any access
to health information. However, to the extent it does, the notice would
apply. With respect to an HSA sponsored by an employer, the em
ployer should enter into a business associate contract with the ad
ministrator or trustee.

HSAs and HIPAA Electronic Standards Regulations
It is also possible that the HIPAA Electronic Standards Regulations will apply
to HSAs, depending upon how the payments from the HSA are structured.
The HIPAA Electronic Standards Regulations require that a “covered entity”
that conducts certain transactions electronically with another “covered entity”
27 IRC § 4975(e)(1)(E).
28 45 CFR 160.103.
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must conduct those transactions under the standards set by the Secretary of
Health and Human Services.29 In addition, if any party requests that a health
plan conduct one of the listed transactions as a “standard transaction,” the
health plan must do so.30
A covered entity is defined as a health plan, provider, or clearinghouse. For
example, if a provider submits a claim to a health plan electronically, the
claim must be submitted and received using the standard transactions. When
the health plan sends a payment to the provider electronically, this transmis
sion also must be conducted in accordance with the standard transactions.
The regulations do not apply to a transmission involving a noncovered entity,
including an individual. So, if an individual submits a claim to a plan, and the
plan sends payment to the individual, these transmissions would fall outside
the regulations because they would not be between two covered entities.
If the HSA is considered a “health plan” for HIPAA purposes, as previ
ously described, the HIPAA Electronic Standard Regulations may apply. Note
that CMS has not issued guidance on this question. However, if this is the
case and if the party submitting the request for payment and receiving the
payment is the individual, the transmission would not involve two covered en
tities and would be outside the regulations. CMS addressed a similar fact pat
tern in a Q&A discussing the use of a debit card under an FSA or HRA and
stated that this transmission would be between an individual and a plan, so
would be outside of the regulations.31

However, if the HSA is considered a “health plan” for HIPAA purposes
and the HSA is structured so a provider can directly submit claims to, and re
ceive payment from, the HSA, and these transmissions are conducted elec
tronically, CMS may consider these transmissions to be covered under the
Electronic Standards Regulations. Note that the regulations also state that
any party may request a health plan to conduct a transaction as a standard
transaction. So, if an individual or other party did request an HSA to receive
claims or make payments using the standard transactions, the HSA would
have to do so. However, this seems very unlikely.

HSAs and State Laws
A state could have laws that regulate insured HDHPs. These laws may, for
example, require certain benefits to be covered under an HDHP without re
gard to whether the deductible is satisfied. For example, New Jersey requires
children to be covered for blood lead screening and any necessary medical fol
low-up and treatment for lead poisoned children, without application of a de
ductible.32 Unless a state’s mandated benefits satisfy the definition of preven
tive care for federal purposes, this would cause the HDHP to fail to satisfy the
29
30
31
32

45 CFR 162.923(a).
45 CFR 162.925(a).
See http://questions.cms.hhs.gov, Answer ID 2352 (search on “FSA”).
NJSA 17:48-6m, 17:48E-35.10,17B:27-46.1.
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federal requirements under Code Section 223 (see Chapter 2). This would
mean that an individual in a state with those laws could not contribute to an
HSA. Other state laws may require that an insurer or health maintenance or
ganization must comply with limits on deductibles, which could similarly con
flict with federal requirements.
The IRS has addressed this by issuing transition guidance for months be
fore January 1, 2006, for state requirements in effect on January 1, 2004.33
The guidance states that during this time period, an HDHP will not be con
sidered to violate federal requirements if the sole reason it does not comply
with federal requirements is because it is complying with state benefit man
dates. However, after January 1, 2006, individuals who are covered by insured
HDHPs or HMOs subject to state laws that conflict with Code Section 223 re
quirements will not be considered “eligible individuals” who are able to con
tribute to HSAs. (See Appendix for a chart listing states with mandates that
could cause an HDHP to fail to satisfy applicable requirements.)

HSAs and State Tax Consequences
Even if an HSA satisfies applicable federal requirements, a participant will
not necessarily have the same favorable tax consequences under state law as
under federal law. Although most states follow the federal tax law with re
spect to determination of taxable income, some states do not provide tax bene
fits for HSA participation. There are currently eight states in which the state
tax consequences of HSA participation differ from the federal tax conse
quences (for example, where HSA employer contributions that are excludable
for federal tax purposes are required to be included in income, where interest
earned on the HSA is taxed, or where deduction for state tax purposes is not
available). These are: Alabama, California, Maine, Massachusetts, Minnesota,
New Jersey, Pennsylvania, and Wisconsin. See Appendix A for a complete fist
of states and tax consequences.

HSAs and Securities Law
In addition to being regulated by the IRS, DOL, and Health and Human
Services, it is possible that an HSA will also be subject to regulation by the
Securities and Exchange Commission (SEC). However, the SEC has not is
sued any guidance on this issue. The threshold question is whether HSAs are
“securities.” If HSAs are securities, persons in the business of selling HSAs
would have to register as brokers or dealers. In addition, if HSAs are securi
ties, it is likely that interests in HSAs would have to be registered as securi
ties under the Securities Act of 1933, and the issuer of the HSA may have to
register as an Investment Company under the Investment Company Act of
1940.

33 Notice 2004-43, 2004-27 IRB 10.
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The federal securities laws define the term security as including an “in
vestment contract,” for example, Securities Exchange Act of 1934 Section
3(10). Therefore, an HSA will be a security if it qualifies as an investment con
tract. An investment contract involves a contract, transaction or scheme
whereby (1) a person invests his or her money (2) in a common enterprise, (3)
with an expectation of profit, (4) solely from the efforts of a promoter or other
third party.34

Individual Retirement Accounts and Securities Law
Because HSAs have many of the same features as individual retirement ac
counts (IRAs), and because Code Section 223 refers to IRA rules with respect
to certain issues (for example, identity of trustee), SEC guidance regarding
IRAs may be helpful in determining the status of HSAs under federal securi
ties laws. The SEC has taken the position that most IRAs are “investment
contracts.”35 However, the SEC has also opined that certain types of IRAs do
not involve separate securities. These include:

•

IRAs involving direct investment by an individual in an exempt secu
rity (such as government issued securities or certain securities issued
by a bank);

•

IRAs involving direct investment by an individual in an underlying
investment that is not a security (such as a traditional fixed annuity);
and

•

IRAs funded solely by mutual fund shares registered under the Secu
rities Act of 1933.

If the SEC took a similar position with respect to HSAs, most HSAs
should not be required to be registered.

34 SEC v. W.J. Howey Co., 328 U.S. 293 (1946).
35 See SEC Release 33-6188,1980 WL 2942, *13 (Feb. 1,1980) (‘Release No. 6188”).

Appendix A
Annual Health Savings Accounts Limitations

These Emits apply to an eligible individual with a high deductible health plan
(HDHP) and a Health Savings Account (HSA) for the entire taxable year (see
Chapters 2 and 3).
2005
Indexed Limit
Single

Maximum annual contri
bution (but not more than
deductible under the
HDHP associated with
the HSA)2

Family

2004
Indexed Limit

Single

Family

Base Amount1
Single

Family

$2,650 $ 5,250

$2,600 $ 5,100

$2,250 $ 4,500

Minimum deductible3

$1,000 $ 2,000

$1,000 $ 2,000

$1,000 $ 2,000

Maximum out-of-pocket4

$5,100

$5,000

$5,000

$10,200

$10,000

$10,000

Catch-Up Contributions
These limits apply to eligible individuals for the entire year and who have at
tained age 55 or older by the end of the taxable year.

For Taxable Years

Catch-Up Limit

2004
2005
2006
2007
2008
2009 and thereafter

$500
$600
$700
$800
$900
$1,000

1 These are the base amounts upon which the limits for all years after 2003 are computed. How annual limits are computed and adjusted for
inflation (based on the Consumer Price Index (CPI)) is more fully discussed in Chapter 4.
2 IRC §223(b)(2)(A)(i). The contribution limit does not apply to rollovers or transfers from an Archer MSA or HSA into an HSA
3 To be an HDHP, the plan deductible may not exceed the indexed limit. IRC §223(c)(2)(A)(i).
4 To be an HDHP, the sum of the annual deductible and other out-of-pocket expenses may not exceed the indexed amount to be an HDHP.
IRC §223(c)(2)(A)(ii).
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General description

accumulate funds on a tax-preferred
basis to pay for certain medical ex
penses under Internal Revenue Code
Section 213(d), as described below.
• Available to individuals covered by a
high deductible health plan (HDHP)
and no other health plan that is not a
HDHP, except for certain “permitted”
insurance or coverage.
• Contributions may be made by an
employer, eligible individual, or both.
Contributions may also be made by
any other individual (and would be
deductible by the account holder).
• An HSA may be offered through a
cafeteria plan.

• Trust or custodial account used to

Health Reimbursement
Arrangement (HRA)

•

•

(continued)

under which employees may receive
under which employees receive re
imbursement for certain medical ex
reimbursement for medical expenses
penses under Code Section 213(d),
under Code Section 213(d), as de
scribed below.
as described below.
Generally offered as part of an em • May be offered in conjunction with a
ployer’s cafeteria plan, but not in
high deductible or other type of health
conjunction with any other insurance
plan, but this is not required.
policy.
• Contributions must be solely from the
employer.
Contributions typically made by em
ployees through salary deduction

• Employer-sponsored benefit program • Employer-sponsored benefit program

Flexible Spending
Health Savings Account
(HSA)_____________________________ Arrangement (FSA)

Appendix B
Comparison o f Health Savings Accounts, Health
Flexible Spending Arrangements, and Health
Reimbursement Arrangements

•

medical expenses are includible in
income and subject to a 10 percent
additional tax.
The 10 percent additional tax does
not apply to amounts distributed in
the event of death, disability, or after
an individual reaches Medicare
eligibility._____________________

• Distributions that are not used for

•

penses (generally defined under
Code Section 213(d)1) incurred by the
account holder and the account
holder’s spouse or dependents are
excludable from income, except for
amounts distributed to pay health in
surance premiums.
However, distributions for expenses
of the following types of health insur
ance premiums are excludable from
income: (i) retiree health insurance
premiums (other than Medicare sup
plemental policies) for individuals who
have reached Medicare eligibility, (ii)
premiums for COBRA coverage, (iii)
premiums for a qualified long-term
care insurance contract, or (iv) pre
miums for a health plan during a pe
riod in which an individual is receiving
unemployment compensation.

• Amounts distributed for medical ex

nonmedical expenses.

• Distributions may not be made for

burse an employee for medical ex
penses (generally defined under
Code Section 213(d)) incurred by the
employee and the employee’s
spouse or dependents, except for: (i)
expenses for any type of health in
surance premiums, and (ii) expenses
for long-term care services.

nonmedical expenses.

• Distributions may not be made for

burse an employee for medical ex
penses (generally defined under
Code Section 213(d)) incurred by the
employee and the employee’s
spouse or dependents, except for
expenses for qualified long-term care
services. (Note that premiums for
qualified long-term care insurance
are reimbursable.)

• Amounts may be distributed to reim • Amounts may be distributed to reim

Health Reimbursement
Arrangement (HRA)

1 Code Section 213(d) provides that the term medical care means amounts paid (A) for the diagnosis, cure, mitigation, treatment, or prevention of disease, or for the purpose of
affecting any structure or function of the body;(B) for transportation primarily for and essential to medical care referred to in subparagraph (A);(C) for qualified long-term
care services (as defined in IRC § 7702B(c));or (D) for insurance (including amounts paid as premiums under part B of title X III of the Social Security Act, relating to sup
plementary medical insurance for the aged) covering medical care referred to in preceding items (A) and (B) or for any qualified long-term care insurance contract (as defined
in IRC § 7702B(b)).

Distributions for
nonmedical expenses

Expenses eligible for taxfree reimbursement

Health Savings Account
Flexible Spending
(HSA)_____________________________ Arrangement (FSA)
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Eligibility

If amounts that would otherwise be
taxable HSA distributions are rolled
over into another HSA within 60 days,
there is no tax consequence associ
ated with the distribution (so long as
there has been no other such roll
overs in the last 12 months).

Health Reimbursement
Arrangement (HRA)

•

•

ered by an HDHP and no other nonHDHP that provides benefits covered
under the high deductible plan, un
less the non-HDHP provides cover
age for accidents, disability, dental
care, vision care, long-term care or
other types of “permitted insurance,”
as defined below.
An HDHP is a health plan that has an
annual deductible of not less than
$1,000 for self-only coverage, and
$2,000 for family coverage, with a
cap on out-of-pocket expenses (in
cluding the deductible) of $5,100
($5,000 for 2004) for self-coverage
and $10,200 ($10,000 for 2004) for
family coverage (as indexed for infla
tion in $50 increments), with the fol
lowing exceptions related to preven
tive care and out-of-network ex
penses.
Preventive care: a plan shall not fail
to be treated as an HDHP by reason
of failing to have a deductible for preventive care.__________________
bility criteria of the employer and who
has made an election under the em
ployer’s cafeteria plan.

(continued)

bility criteria of the employer.

• An individual (or spouse) who is cov • An employee who satisfies the eligi • An employee who satisfies the eligi

•

Health Savings Account
Flexible Spending
(HSA)_____________________________ Arrangement (FSA)
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Funding/tax aspects

tax-free.
• Contributions may be made either by
the employer or the employee, or
both, and may be made through a
cafeteria plan.
• Subject to certain limits, employer
contributions are excludable from
gross income, and contributions by
an eligible individual are deductible in
computing adjusted gross income.
Contributions are not subject to employment taxes.________________

• Account is funded. Earnings grow

•

•

be treated as an HDHP by reason of
having an out-of-pocket limitation for
services provided outside of such
network which exceeds the applica
ble limitations. In addition, such plan’s
annual deductible for services pro
vided outside of the network is not
taken into account in determining the
annual contribution limit.
“ Permitted Insurance” is defined as:
(A) insurance if substantially all of the
coverage provided under such insur
ance relates to (i) liabilities incurred
under workers’ compensation laws,
(ii) tort liabilities, (iii) liabilities relating
to ownership or use of property, or
(iv) such other similar liabilities as the
Secretary may specify by regulations,
(B) insurance for a specified disease
or illness, and (C) insurance paying a
fixed amount per day (or other pe
riod) of hospitalization.
Individuals who are entitled to bene
fits under Medicare are not eligible to
make contributions.

• Network plans: a plan shall not fail to

•

•

Health Reimbursement
Arrangement (HRA)

• Account is generally not funded.
Rather, reimbursements are paid
Rather, reimbursements are paid
from the employer’s general assets.
from the employer’s general assets.
Contributions are typically made by • Contributions must be solely em
ployer-paid, are excludable from in
employees through salary deduction,
come, and are not subject to em
are excludable from income, and are
ployment taxes.
not subject to employment taxes.
• There is no statutory limit to the
There is no statutory limit to the
amount of contributions that may be
amount of contributions that may be
made; any limits are by plan design.
made; any limits are by plan design.
• Account is generally not funded.

Flexible Spending
Health Savings Account
(HSA)_____________________________ Arrangement (FSA)
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Nondiscrimination rules

Contribution limits

• Nondiscrimination rules prohibit dis

crimination in favor of highly compen
employer who makes contributions
sated individuals with respect to eligi
into an HSA for any employee to
bility or benefits. (Code sec. 105(h)).
make comparable contributions to
HSAs of all comparable participating • Also may be subject to cafeteria plan
employees. Failure to do so subjects
nondiscrimination rules.
the employer to an excise tax.

• Nondiscrimination rules require an

•

•

a monthly basis based on the individ
ual’s health coverage) are the lesser
of: (i) the annual deductible under the
high deductible policy, or (ii) $2,650
($2,600 for 2004) (in the case of selfonly coverage) or $5,250 ($5,150 for
2004) (in the case of family cover
age); as indexed in $50 increments.
Maximum contribution amounts are
decreased by the aggregate amount,
if any, paid into an Archer Medical
Savings Account (MSA) or another
HSA.
The maximum contribution amount is
increased for individuals who are age
55 or older (again computed on a
monthly basis). These individuals
may contribute an additional $600 in
2005, increasing by $100 increments
each year until the limit reaches
$1,000 in 2009.________________

• Maximum contributions (computed on • There are no contribution limits.

MSAs and other HSAs, but not from
FSAs or HRAs.

• Rollovers are permitted from both

Health Savings Account
Flexible Spending
(HSA)_____________________________ Arrangement (FSA)

(continued)

crimination in favor of highly compen
sated individuals with respect to eligi
bility or benefits. (Code sec. 105(h)).

• Nondiscrimination rules prohibit dis

• There are no contribution limits.

Health Reimbursement
Arrangement (HRA)

Appendix B: Comparisons of Health Savings Accounts

183

•

•

•
If the surviving spouse is the desig
nated beneficiary of the account, the
HSA will be treated as if the spouse is
the account holder.
If any person other than the surviving
spouse is the designated beneficiary,
the HSA will cease to be an HSA as
of the date of death, and an amount
equal to the fair market value of the
assets in the account on such date
will be includible in the gross income
of that person or, in the absence of a
designated beneficiary, in the ac
count holder’s estate.
A deduction is permitted for qualified
medical expenses incurred by the
decedent before death if paid within
one year of death.

tributed upon the employee’s death
are reimbursements for medical ex
penses incurred by the employee or
by the employee’s spouse or eligible
dependents prior to the date of the
employee’s death.

• The only amounts that may be dis

penses by the end of the year are
subject to a “ use it or lose if rule that
prevents carryover to future years.

• Amounts not used for medical ex

•

account may continue to be used by
a spouse or eligible dependents for
reimbursement of medical expenses.
When there is no longer a spouse or
eligible dependents, the account
must be forfeited.

• Upon the account holder’s death, the

penses by the end of the year may
be carried over to future years. Limits
may be imposed by plan design.

• Amounts not used for medical ex

penses by the end of the year may
be carried over to future years, and
are nonforfeitable.

• Amounts not used for medical ex

Reprinted w ith permission.

Death of account holder

Carryover of funds

Health Reimbursement
Arrangement (HRA)

Health Savings Account
Flexible Spending
(HSA)_____________________________ Arrangement (FSA)
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* As

Contributions to an HSA by an eligible individual (or by family
members on behalf of an eligible individual) may be deducted from

Tax Treatment

The Treasury Department has provided “transition relief’ for
HDHPs that would otherwise qualify for use with HSAs except that
they comply with state benefit mandates for certain first dollar cov
erage. Under Treasury Department Notice 2004-43 (2004-151.R.B.
725), such plans will be treated as qualified HDHPs until January
1, 2006, if the disqualifying benefits are required by state law in
effect on January 1, 2004.

The following chart includes states with the above types of impedi
ments. It does not include copayment or deductible restrictions ap
plicable to services that are clearly considered “preventive care” (e.g.
childhood immunizations) or applicable to well child services. The
chart does not include impediments that were removed as a result of
state legislative action in 2004.

specifying deductible and copayment amounts that conflict with
federal HSA/HDHP requirements or by interpreting requirements
for “reasonable” deductibles or copayments as prohibiting these
products.

of May 25, 2005. This chart is not intended as a legal opinion regarding the application of state insurance or tax laws or federal tax laws, regulations, or guidelines.

Some state laws may impede the offering or approval of an HDHP
intended to be sold in conjunction with an HSA, by requiring cover
age for certain benefits before the minimum deductible amounts for
a qualified HDHP are satisfied. Other state laws may impede
health maintenance organizations (HMOs) from offering HDHPs by

Impediments

The Medicare Prescription Drug, Improvement, and Modernization
Act of 2003 included provisions authorizing “tax-favored” health
savings accounts (HSAs) for the payment of qualified medical ex
penses. To be eligible for an HSA, an individual must be covered by
a high deductible health plan (HDHP) which meets certain annual
minimum deductible and maximum out-of-pocket requirements. In
2005, the minimum deductibles are $1,000 for self-only coverage
and $2,000 for family coverage. (Application of the minimum de
ductibles is not required for coverage of preventive care.) Out-ofpocket expenses must be limited to $5,100 for self-only coverage and
$10,200 for family coverage.

Background

Appendix C
State Laws Affecting HSAs:
___________________ Impediments and Tax Treatment

Most states follow federal tax law in determining state tax treat
ment of HSAs or do not impose personal income tax. States that do
not follow federal tax law for purposes of tax treatment of HSAs
would require legislation in order to do so.

the eligible individual’s adjusted gross income on their federal
income tax return regardless of whether they itemize deductions.
Distributions from an HSA for “qualified” medical expenses are ex
cluded from the individual’s gross income.
The following chart identifies those states that currently do not con
form to federal law for purposes of tax treatment of HSAs. The
chart also reflects proposed bills and regulations intended to con
form state tax law with respect to HSAs.

Chart: States That Do Not Conform
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N

-

Y

Florida

N

Maine

Denotes states with both an impediment and tax issue.

N

Illinois

Prohibits charging victims of violent crimes (as
determined by the Office of the Attorney Gen
eral) for insurance deductibles or co-payments.
[West’s F.S.A. § 624.128]__________

N

California

Alabama___________________________ N

_________________________________________

Prohibits deductibles for primary care physician
services, ambulance services, emergency room care,
or metabolic formula.
Limits an annual deductible to $1,000 per individ
ual or $2,000 per family. [02-031 CMR Ch. 750, §

Y

Y

N

N

Y

Y

(continued)

Tax issue (Y/N)

State Laws Affecting HSAs

Limits the combination of deductibles and copay
ments for basic health care services to 50% of the
usual and customary fee of the service and requires
a waiver of such deductibles and copayments when
they exceed $3000 per enrollee or $6000 per family
in a contract year. [50 Ill. Adm. Code 5421.110].

Y

N

State__________________ General Impediment______________ HMO-only impediment (Y/N requirement)
______________________________ (Y/N - impediment)

___________

State Laws Affecting HSAs: Impediments and Tax Treatment
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Y

New Jersey

For groups of over 50, requires coverage of
screening by blood lead measurement for chil
dren and any necessary medical follow-up and
treatment for lead poisoned children, without
application of a deductible. [NJSA 17:48-6m,
17:48E-35.10,17B:27-46.1l\

N

Y

N

Missouri

Y
Requires HMOs to provide same blood lead services
benefits under all coverage [NJSA 26:2J-4.10]

7.150]

Y

Y

N

N

Minnesota

Prohibits copayments that exceed 50% of the total
cost of providing any single service to an enrollee
or, in the aggregate, more than 20% of the total cost
of providing all basic health services. Prohibits
annual copayments for an enrollee for basic health
care services in excess of 200% of the total annual
premium for that enrollee. [MO ADC T. 20, §400-

Y

Tax issue (Y/N)

N

- requirement)

N

-

HMO-only impediment (Y/N
General Impediment
_____________(Y/N impediment)____________

Massachusetts

State
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Ohio

New York

State

N

http://www.ins.state.ny.us/cl04_04.htm

mercial insurers and Article 43 corporations
offering major medical, comprehensive, or other
comparable individual contracts on a direct
payment basis must provide benefits identical to
the benefits contained in the standardized indi
vidual direct pay contracts governed by § 4322 of
the Insurance Law. Further states that because
of this prohibition, insurers and Article 43 corpo
rations are limited to offering high deductible
health plans (HDHPs) that do not provide major
medical, comprehensive, or comparable benefits.
[New York Insurance Department Circular Let
ter No. 4 (2004)]

A Department Circular Letter states that com

Requires coverage of preventive and primary
care services for dependent children without
application of a deductible.
[Ins. §3216(i)(17)]

Requires coverage of home health care with a
deductible of no more than $50. [Ins.
§§3216(i)(6)(B), 3221(k)(l)(A), 4303(a)(3)]

Y

-

-

Limits a health insuring corporation to an annual
deductible of no more than $l,000/enrollee or
$2,000/family. [RC §1751.12(F)]_________________

Y

States that HMOs may not offer HDHP coverage
because they are prohibited from imposing de
ductibles on in-network benefits. Provides that the
Insurance Department will, after review, offer
more guidance as to whether and under what cir
cumstances HMOs will be permitted to offer HDHP
coverage. [New York Insurance Department Circu
lar Letter No. 4 (2004)]

Y

General Impediment
HMO-only impediment (Y/N requirement)
_____________ (Y/N impediment)_____________

N

N

(continued)

Tax issue (Y/N)
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Texas

Rhode Island

Pennsylvania

State

Requires coverage of newborn screening for
hearing loss and necessary diagnostic follow-up
care without the application of deductibles or
dollar limits. [VATS Insurance Code, Art.
21.53F, Sec. 4]

Y

Requires individual and group health insurers,
hospital or medical service corporations, and
HMOs to cover early intervention services of up
to $5,000 per dependent child per policy or cal
endar year without application of deductibles
and coinsurance. [RI ST 27-18-64, 27-19-55, 2720-50, 27-41-68]

Y

Requires coverage for at least one home health
care visit within 48 hours after discharge if dis
charge occurs less than 48 hours following nor
mal vaginal delivery or 96 hours following Cae
sarean delivery without application of a deducti
ble. [40 PS §1583]

Requires coverage of medical foods for the
treatment of phenylketonuria, branched-chain
ketonuria, galactosemia, and homocystinuria
without application of a deductible. [40 PS
§§3904, 3906(b)]

Y

-

N

N

N

HMO-only impediment (Y/N - requirement)
General Impediment
_____________(Y/N impediment)_____________

N

N

Y

Tax issue (Y/N)
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-

General Impediment
(Y/N impediment)

-

HMO-only impediment (Y/N requirement)

N

N

Source: America’s Health Insurance Plans (AHIP), Washington, DC. Reprinted with permission.

Wisconsin

State

Tax issue (Y/N)
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Appendix D
IRS Notices and Announcements

The following IRS Notices and Announcements are reprinted in this section:

Notice 2005-8 (2005-4IRB 1)
Notice 2004-79 (2004-49 IRB 898)
Notice 2004-25 (2004-15 IRB 727)
Notice 2004-23 (2004-15 IRB 725)
Announcement 2004-67 (2004-36 IRB 459)
Announcement 2004-2 (2004-3 IRB 322)

Notices
Notice 2005-8 (2005-4 IRB 1)
[Summary: The IRS has provided guidance on a partnership’s contributions
to a partner’s health savings account and an S corporation’s contributions to a
2 percent shareholder-employee’s HSA.]

PURPOSE
This notice provides guidance on a partnership’s contributions to a part
ner’s Health Savings Account (HSA) and an S corporation’s contributions to a
2-percent shareholder-employee’s HSA.

BACKGROUND
Section 1201 of the Medicare Prescription Drug, Improvement, and Mod
ernization Act of 2003, Pub. L. No. 108-173, added section 223 to the Internal
Revenue Code to permit eligible individuals to establish Health Savings Ac
counts (HSAs) for taxable years beginning after December 31, 2003. Gener
ally, contributions made to an HSA, within permissible limits, by or on behalf
of a taxpayer who is an eligible individual are deductible by a taxpayer under
section 223(a). The deduction is an adjustment to gross income (i.e., an above
the line deduction) under section 62(a)(19). If an employer makes a contribu
tion, within permissible limits, to the HSA on behalf of an employee who is an
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eligible individual, the contribution is excluded from the employee’s gross in
come and wages. See section 106(d). A partnership may also contribute to a
partner’s HSA and an S corporation may contribute to the HSA of a 2-percent
shareholder-employee (as defined below). The Questions and Answers below
discuss the tax treatment of HSA contributions made on behalf of such part
ners and 2-percent shareholder-employees who are eligible individuals.
QUESTIONS AND ANSWERS

Q-l. What is the tax treatment of a partnership’s contributions to a partner’s
HSA that are treated as distributions to the partner under section 731?
A-l. Contributions by a partnership to a bona fide partner’s HSA are not
contributions by an employer to the HSA of an employee. See Rev. Rul. 69184, 1969-1 C.B. 256. Contributions by a partnership to a partner’s HSA that
are treated as distributions to the partner under section 731 are not deducti
ble by the partnership and do not affect the distributive shares of partnership
income and deductions. See Rev. Rul. 91-26, 1991-1 C.B. 184 (analysis of
situation 1, last paragraph). The contributions are reported as distributions of
money on Schedule K-l (Form 1065). These distributions are not included in
the partner’s net earnings from self-employment under section 1402(a) be
cause the distributions under section 731 do not affect a partner’s distributive
share of partnership income or loss under section 702(a)(8). The partner, if an
eligible individual as defined in section 223(c)(1), is entitled under sections
223(a) and 62(a)(19) to deduct the amount of the contributions made to the
partner’s HSA during the taxable year as an adjustment to gross income on
his or her federal income tax return.

Q-2. What is the tax treatment of a partnership’s contributions to a partner’s
HSA that are treated as guaranteed payments under section 707(c), are de
rived from the partnership’s trade or business, and are for services rendered
to the partnership?

A-2. Contributions by a partnership to a bona fide partner’s HSA are not
contributions by an employer to the HSA of an employee. See Rev. Rul. 69184. Contributions by a partnership to a partner’s HSA for services rendered
to the partnership that are treated as guaranteed payments under section
707(c) are deductible by the partnership under section 162 (if the require
ments of that section are satisfied (taking into account the rules of section
263)) and are includible in the partner’s gross income. The contributions are
not excludable from the partner’s gross income under section 106(d) because
the contributions are treated as a distributive share of partnership income
under Treas. Reg. §1.707-l(c) for purposes of all Code sections other than sec
tions 61(a) and 162(a). See Rev. Rul. 91-26. Contributions by a partnership to
a partner’s HSA that are treated as guaranteed payments under section
707(c), are reported as guaranteed payments on Schedule K-l (Form 1065).
Because the contributions are guaranteed payments that are derived from the
partnership’s trade or business, and are for services rendered to the partner
ship, the contributions are included in the partner’s net earnings from self
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employment under section 1402(a) on the partner’s Schedule SE (Form 1040).
The partner, if an eligible individual as defined in section 223(c)(1), is entitled
under sections 223(a) and 62(a)(19) to deduct the amount of the contributions
made to the partner’s HSA during the taxable year as an adjustment to gross
income on his or her federal income tax return.
The following example illustrates the answers in A-l and A-2.
Example. Partnership is a limited partnership with three equal individual
partners, A (a general partner), B (a limited partner), and C (a limited part
ner). C is to be paid $500 annually for services rendered to Partnership in his
capacity as a partner and without regard to Partnership income (a section
707(c) guaranteed payment). The $500 payment to C is derived from Partner
ship’s trade or business. Partnership has no employees. A, B, and C are eligi
ble individuals as defined in section 223(c)(1) and each has an HSA. During
Partnership’s Year 1 taxable year, Partnership makes the following contribu
tions: a $300 contribution to each of A’s and B’s HSAs which are treated by
Partnership as section 731 distributions to A and B; and a $500 contribution
to C’s HSA in lieu of paying C the guaranteed payment directly.
Partnership’s contributions to A’s and B’s HSAs are not deductible by
Partnership and, therefore, do not affect Partnership’s calculation of its tax
able income or loss. See Rev. Rul. 91-26. A and B are entitled to an above the
line deduction, under sections 223(a) and 62(a)(19), for the amount of the con
tributions made to their individual HSAs. The section 731 distributions to A’s
and B’s individual HSAs are reported as cash distributions to A and B on A’s
and B’s Schedule K-l (Form 1065). The distributions to A’s and B’s HSAs are
not includible in A’s and B’s net earnings from self employment under section
1402(a), because distributions under section 731 do not affect a partner’s dis
tributive share of the partnership’s income or loss under section 702(a)(8).
Partnership’s contribution to C’s HSA that is treated as a guaranteed
payment under section 707(c) for services rendered to the partnership is de
ductible by Partnership under section 162 (if the requirements of that section
are satisfied (taking into account the rules of section 263)) and is includible in
C’s gross income. The contribution is not excludable from C’s gross income un
der section 106(d) because the contribution is treated as a distributive share of
partnership income for purposes of all Code sections other than sections 61(a)
and 162(a), and a guaranteed payment to a partner is not treated as compen
sation to an employee. See Rev. Rul. 91-26. The payment to C’s HSA should be
reported as a guaranteed payment on Schedule K-l (Form 1065). Because the
contribution is a guaranteed payment that is derived from the partnership’s
trade or business and is for services rendered to the partnership, the contribu
tion constitutes net earnings from self-employment to C under section 1402(a)
which should be reported on Schedule SE (Form 1040). C is entitled under
sections 223(a) and 62(a)(19) to deduct as an adjustment to gross income the
amount of the contribution made to C’s HSA.
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Q-3. What is the tax treatment of an S corporation’s contributions to the HSA
of a 2-percent shareholder (as defined in section 1372(b)) who is also an em
ployee (2-percent shareholder-employee) in consideration for services rendered
to the S corporation?

A-3. Under section 1372, for purposes of applying the provisions of Subti
tle A that relate to fringe benefits, an S corporation is treated as a partner
ship, and any 2-percent shareholder of the S corporation is treated as a part
ner of such partnership. Therefore, contributions by an S corporation to an
HSA of a 2-percent shareholder-employee in consideration for services ren
dered are treated as guaranteed payments under section 707(c). Accordingly,
the contributions are deductible by the S corporation under section 162 (if the
requirements of that section are satisfied (taking into account the rules of sec
tion 263)) and are includible in the 2-percent shareholder-employee’s gross in
come. In addition, the 2-percent shareholder-employee is not entitled to ex
clude the contribution from gross income under section 106(d). See Rev. Rul.
91-26.

For employment tax purposes, when contributions are made by an S cor
poration to an HSA of a 2-percent shareholder-employee, the 2-percent shareholder-employee is treated as an employee subject to Federal Insurance Con
tributions Act (FICA) tax and not as an individual subject to Self-Employment
Contributions Act (SECA) tax. (See Announcement 92-16, 1992-5 I.R.B. 53,
clarifying the FICA (Social Security and Medicare) tax treatment of accident
and health premiums paid by an S corporation on behalf of a 2-percent shareholder-employee.) However, if the requirements for the exclusion under sec
tion 3121(a)(2)(B) are satisfied, the S corporation’s contributions to an HSA of
a 2-percent shareholder-employee are not wages subject to FICA tax, even
though the amounts must be included in wages for income tax withholding
purposes on the 2-percent shareholder-employee’s Form W-2, Wage and Tax
Statement. The 2-percent shareholder-employee, if an eligible individual as
defined in section 223(c)(1), is entitled under sections 223(a) and 62(a)(19) to
deduct the amount of the contributions made to the 2-percent shareholder
employee’s HSA during the taxable year as an adjustment to gross income on
his or her federal income tax return. See Notice 2004-2, Q&A 19, 2004-2 I.R.B.
269, for employment tax rules for employer contributions to HSAs of employ
ees other than 2-percent shareholder-employees.
DRAFTING INFORMATION * * *
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Notice 2004-79 (2004-49 IRB 898)
[Summary: The IRS has provided guidance on the effect of the Working
Families Tax Relief Act of 2004 on the definition of dependent under Code
Section 106. For tax years beginning January 1, 2005, the term “dependent”
for section 106 purposes will have the same meaning as in Code Section
105(b), the IRS said.]
I. PURPOSE

This notice provides guidance regarding the effect of the Working Families
Tax Relief Act of 2004 (WFTRA), Pub. L. No. 108-311, 118 Stat. 1166, on the
exclusion from the gross income of an employee under §106 of the Internal
Revenue Code (Code) of employer-provided coverage under an accident or
health plan.

II. BACKGROUND

Section 201 of WFTRA amended the definition of dependent in §152, effec
tive for taxable years beginning after December 31, 2004. Pursuant to §152, as
amended, an individual must be either a “qualifying child” or a “qualifying
relative” to be a dependent. Section 152(c), as amended, provides that an indi
vidual must meet relationship, residency, and age requirements to be a quali
fying child. In addition, an individual is not a qualifying child if the individual
provided over one-half of his or her own support for the calendar year. Section
152(c)(3)(A) provides that an individual meets the age requirement if the indi
vidual has not attained age 19 as of the close of the calendar year or if the in
dividual is a student who has not attained age 24 as of the close of the calen
dar year. Under § 152(c)(3)(B), an individual is treated as meeting the age re
quirement if the individual is permanently and totally disabled (as defined in
§22(e)(3)) at any time during the calendar year.
Section 152(d)(1), as amended, provides, in general, that a qualifying rela
tive is an individual who bears a relationship to the taxpayer described in
§ 152(d)(2), whose gross income is less than the exemption amount (as defined
in § 151(d)), who receives over one-half of his or her support from the taxpayer,
and who is not a qualifying child of the taxpayer or any other taxpayer.
Section 207 of WFTRA contains several technical and conforming
amendments to Code sections that refer to the §152 definition of dependent,
including an amendment to § 105(b). Section 105(b) generally excludes from an
employee’s gross income employer-provided medical care reimbursements
paid directly or indirectly to the employee for the medical care of the employee
and the employee’s spouse and dependents, as defined in §152. Under the
WFTRA amendment to § 105(b), an individual’s status as a dependent for pur
poses of § 105(b) will be determined without regard to new § 152(b)(1) and
(b)(2), which contain certain exceptions to the definition of dependent, and
without regard to new §152(d)(l)(B), which contains the gross income limita
tion for a qualifying relative. It appears that the intent of Congress in making
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these conforming amendments was to maintain the current law definition of
dependent for purposes of employer-provided medical care reimbursements.

Section 106(a) provides that the gross income of an employee does not in
clude employer-provided coverage under an accident or health plan. Thus,
premiums and other amounts that an employer pays on behalf of an employee
to an accident or health plan are not included in gross income. Treas. Reg.
§1.106-1 provides that the exclusion from gross income extends to contribu
tions which the employer makes to an accident or health plan on behalf of the
employee and the employee’s spouse or dependents, as defined in §152. Be
cause the reference to “dependents” under §106 appears only in the regula
tions under that section and not in the statute itself, Congress made no con
forming amendments to §106 in WFTRA.

Under current law, the exclusion under § 106(a) for employer-provided
coverage under an accident or health plan parallels the exclusion under
§ 105(b) for employer-provided reimbursements of medical care expenses in
curred by the employee and the employee’s spouse and dependents, as defined
in §152. However, as a result of the changes made by WFTRA, the definition
of dependent in § 105(b) differs from the definition in the regulations under
§106(a). Accordingly, if the regulations under §106(a) continued to be applied
as currently written after the effective date of section 201 of WFTRA, the
value of employer-provided coverage for an individual who is not a qualifying
child and who does not meet the gross income limitation for a qualifying rela
tive would have to be included in the employee’s gross income. Because the in
tent of Congress was not to change the definition of dependent for purposes of
employer-provided health plans, regulations under §106 should be revised to
provide that the same definition of dependent applies to §106 as applies to
amended § 105(b).
III. APPLICATION
The IRS intends to revise the regulations at 26 C.F.R. 1.106-1 to provide
that the term “dependent” for purposes of §106 shall have the same meaning
as in § 105(b). The revised regulations will be effective for taxable years begin
ning after December 31, 2004.

Taxpayers may rely on this Notice pending the issuance of the revised
regulations. Accordingly, an employee may exclude from gross income the
value of employer-provided coverage for an individual who meets the defini
tion of a qualifying relative except that the individual’s gross income equals or
exceeds the exemption amount.
DRAFTING INFORMATION * * *
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Notice 2004-25 (2004-15 IRB 727)
[Summary: In general, a qualifying HSA may pay for qualified medical ex
penses incurred on or after the later of January 1, 2004, or the first day of the
month in which the individual became an eligible participant. The IRS has
provided relief for individuals who establish health savings accounts (HSA) on
or before April 15, 2005. In doing so, it modified prior guidance and provided
2004 calendar year transitional relief allowing qualified medical expenses to
be paid or reimbursed by an HSA even though the HSA account was not in ef
fect at the time the expenses were incurred.]
PURPOSE

[1] This notice provides transition relief for calendar year 2004 for eligible in
dividuals who establish an HSA or on before April 15, 2005 from the require
ment that qualified medical expenses may only be paid or reimbursed by an
HSA if incurred after the HSA has been established. This notice modifies prior
guidance in Q&A 26 of Notice 2004-2,2004-2 I.R.B. 269.
[2] Section 1201 of the Medicare Prescription Drug, Improvement, and Mod
ernization Act of 2003, Pub. L. No. 108-173, added section 223 to the Internal
Revenue Code to permit eligible individuals to establish Health Savings Ac
counts (HSAs) for taxable years beginning after December 31, 2003. Because
of the short period between the enactment of HSAs and the effective date of
section 223, many taxpayers who otherwise would be eligible to establish and
contribute to HSAs (i.e., generally, individuals covered by a high deductible
health plan (HDHP)) have been unable to do so because they cannot locate
trustees or custodians who are willing and able to open HSAs at this time.
BACKGROUND
[3] Contributions to an HSA may only be made by or on behalf of eligible in
dividuals as defined in section 223(c)(1)(A). For any month, an eligible indi
vidual must, among other requirements, be covered on the first day of the
month by a HDHP (as defined by section 223(c)(2)). Although the amount of
the contribution to an HSA is based on the number of months an individual is
an eligible individual (i.e., is covered by the HDHP), contributions up to the
annual maximum limit generally may be made to the HSA as early as the
first day of the taxable year and as late as April 15 of the year following the
year for which contributions are made. Notice 2004-2, Q&A 21.
[4] On January 12, 2004, Notice 2004-2 was published, providing general
guidance concerning HSAs under section 223. The notice provides that distri
butions from an HSA exclusively to pay or reimburse qualified medical ex
penses of the account beneficiary, his or her spouse, or dependents, are ex
cluded from gross income. Answer 26 of the notice states that, “The qualified
medical expenses must be incurred only after the HSA has been established.”
However, after an HSA is established, distributions from the HSA exclusively
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to pay or reimburse qualified medical expenses continue to be excluded from
the account beneficiary’s gross income whether or not the account beneficiary
continues to be an eligible individual. Notice 2004-2, Q&A 28.

TRANSITION RELIEF FOR HSAs ESTABLISHED FOR CALENDAR
YEAR 2004
[5] For calendar year 2004, an HSA established by an eligible individual on or
before April 15, 2005, may pay or reimburse on a tax-free basis an otherwise
qualified medical expense if the qualified medical expense was incurred on or
after the later of: (1) January 1, 2004, or (2) the first day of the first month
that the individual became an eligible individual under section 223.
EFFECT ON OTHER DOCUMENTS

[6] The rule in the second sentence of Notice 2004-2, Q&A 26, which states
that, “The qualified medical expenses must be incurred only after the HSA
has been established,” is suspended and replaced by the transition relief in
this notice. That rule continues to apply to HSAs established for calendar year
2005 and later years.
DRAFTING INFORMATION * * *
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Notice 2004-23 (2004-15 IRB 725)
[Summary: The IRS issued an HSA safe harbor for preventive care benefits
provided under an HSA with a list of services and benefits which qualify as
“preventive care” under Code Section 223(c)(2)(C). The IRS also indicated that
“preventive care” will be characterized by reference to the notice and other
IRS guidance, instead of state law.]

PURPOSE
[1] This notice provides a safe harbor for preventive care benefits allowed to
be provided by a high deductible health plan (HDHP) without satisfying the
minimum deductible under section 223(c)(2) of the Internal Revenue Code.

BACKGROUND

[2] Section 1201 of the Medicare Prescription Drug, Improvement, and Mod
ernization Act of 2003, Pub. L. No. 108-173, added section 223 to the Internal
Revenue Code to permit eligible individuals to establish Health Savings Ac
counts (HSAs) for taxable years beginning after December 31, 2003.
[3] Among the requirements for an individual to qualify as an eligible indi
vidual under section 223(c)(1) (and thus to be eligible to make tax-favored con
tributions to an HSA) is the requirement that the individual be covered under
an HDHP. An HDHP is a health plan that satisfies certain requirements with
respect to minimum deductibles and maximum out-of-pocket expenses. Gen
erally, an HDHP may not provide benefits for any year until the deductible for
that year is satisfied. However, section 223(c)(2)(C) provides a safe harbor for
the absence of a preventive care deductible. That section states, “[a] plan shall
not fail to be treated as a high deductible health plan by reason of failing to
have a deductible for preventive care (within the meaning of section 1871 of
the Social Security Act, except as otherwise provided by the Secretary).” An
HDHP may therefore provide preventive care benefits without a deductible or
with a deductible below the minimum annual deductible. On the other hand,
there is no requirement in section 223 that an HDHP provide benefits for pre
ventive care or provide preventive care with a deductible below the minimum
annual deductible.
PREVENTIVE CARE SAFE HARBOR

[4] Preventive care for purposes of section 223(c)(2)(C) includes, but is not
limited to, the following:

•

Periodic health evaluations, including tests and diagnostic procedures
ordered in connection with routine examinations, such as annual
physicals.

•

Routine prenatal and well-child care.
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•

Child and adult immunizations.

•

Tobacco cessation programs.

•

Obesity weight-loss programs.

•

Screening services (see attached APPENDIX).

However, preventive care does not generally include any service or benefit
intended to treat an existing illness, injury, or condition (See below for request
for comments regarding drug treatments.)

INTERACTION WITH STATE LAW HEALTH CARE
REQUIREMENTS

[5] Section 220(c)(2)(B)(ii) allows a high deductible health plan for purposes of
an Archer Medical Savings Account to provide preventive care without a de
ductible if required by State law. However, section 220 does not define preven
tive care for this purpose. Section 223(c)(2)(C), for purposes of an HSA, does
not condition the exception for preventive care on State law requirements.
State insurance laws often require health plans to provide certain health care
without regard to a deductible or on terms no less favorable than other care
provided by the health plan. The determination of whether health care that is
required by State law to be provided by an HDHP without regard to a de
ductible is “preventive” for purposes of the exception for preventive care under
section 223(c)(2)(C) will be based on the standards set forth in this notice and
other guidance issued by the IRS, rather than on how that care is character
ized by State law.
COMMENTS REQUESTED * * *
DRAFTING INFORMATION * * *
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Safe Harbor Preventive Care Screening Services
Cancer Screening
Breast Cancer (e.g., Mammogram)
Cervical Cancer (e.g., Pap Smear)
Colorectal Cancer
Prostate Cancer (e.g., PSA Test)
Skin Cancer
Oral Cancer
Ovarian Cancer
Testicular Cancer
Thyroid Cancer

Heart and Vascular Diseases Screening
Abdominal Aortic Aneurysm
Carotid Artery Stenosis
Coronary Heart Disease
Hemoglobinopathies
Hypertension
Lipid Disorders
Infectious Diseases Screening
Bacteriuria
Chlamydial Infection
Gonorrhea
Hepatitis B Virus Infection
Hepatitis C
Human Immunodeficiency Virus (HIV) Infection
Syphilis
Tuberculosis Infection
Mental Health Conditions and Substance Abuse Screening
Dementia
Depression
Drug Abuse
Problem Drinking
Suicide Risk
Family Violence
Metabolic, Nutritional, and Endocrine Conditions Screening
Anemia, Iron Deficiency
Dental and Periodontal Disease
Diabetes Mellitus
Obesity in Adults
Thyroid Disease
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Musculoskeletal Disorders Screening
Osteoporosis

Obstetric and Gynecologic Conditions Screening
Bacterial Vaginosis in Pregnancy
Gestational Diabetes Mellitus
Home Uterine Activity Monitoring
Neural Tube Defects
Preeclampsia
Rh Incompatibility
Rubella
Ultrasonography in Pregnancy
Pediatric Conditions Screening
Child Developmental Delay
Congenital Hypothyroidism
Lead Levels in Childhood and Pregnancy
Phenylketonuria
Scoliosis, Adolescent Idiopathic

Vision and Hearing Disorders Screening
Glaucoma
Hearing Impairment in Older Adults
Newborn Hearing
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Announcements
Announcement 2004-67 (2004-36 IRB 459)
[Summary: Clarified and corrected previously issued guidance to allow HSA
contributions (including catch-up contributions) to be made after an individual
has attained age 65 provided they are not enrolled in Medicare.]

PURPOSE
This document contains corrections to A-14 in Notice 2004-2, 2004-2 I.R.B.
269, relating to Health Savings Accounts. As published, A-14 of the notice con
tains errors that may prove to be misleading and are in need of clarification.

CORRECTIONS
The last sentence in A-14 of Notice 2004-2 which currently reads, “After
an individual has attained age 65 (the Medicare eligibility age), contributions,
including catch-up contributions, cannot be made to an individual’s HSA”, is
corrected to read as follows: “After an individual has attained age 65 and be
comes enrolled in Medicare benefits, contributions, including catch-up contri
butions, cannot be made to an individual’s HSA.” Additionally, the term “be
comes eligible for” in the first sentence of the Example in A-14 of Notice 20042 is replaced by “becomes enrolled in.”
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Announcement 2004-2 (2004-3 IRB 322)
[Summary: The IRS announced that employer contributions to an employee’s
health savings account must now be reported on the 2004 W-2 Form in box 12
using Code W.]
Purpose

[1] The purpose of this announcement is to advise employers about an addi
tional code for use on the 2004 Form W-2. This code will be used to identify
the amount of an employer’s contribution to an employee’s Health Savings Ac
count (HSA).
Health Savings Accounts (HSA)

[2] A new code (Code W—Employer’s contribution to an employee’s Health
Savings Account (HSA)) for use in box 12 on the 2004 Form W-2 has been
added to the 2004 Instructions for Forms W-2 and W-3.
[3] The Medicare Prescription Drug Improvement and Modernization Act of
2003 requires reporting of an employer’s contributions to an employee’s HSA
on Form W-2. The amount that an employer contributes to an employee’s
HSA will be shown in box 12 of Form W-2, using Code W.
[4] Generally, employer contributions to an employee’s MSA are not subject to
income, social security/Medicare, or Railroad Retirement taxes and will not af
fect amounts otherwise reported in boxes 1, 3, and 5 of Form W-2.
//END//

Appendix E
Administrative Forms

The following forms are provided in this section:1

•

Additional Contribution/Deposit to Existing HSA

•

HSA Distribution Request

•

HSA Beneficiary Designation or Change Form

•

HSA Trust Beneficiary Certification Form

•

HSA Rollover Contribution Documentation

•

HSA to HSA Transfer Documentation

1 The forms in this appendix are provided by PenServ, Inc., a pension consulting firm with offices across the country. As a
result of future guidance, forms may change; for the most current version, please call PenServ, Inc., at (215) 444-9812.
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ADDITIONAL CONTRIBUTION/DEPOSIT TO EXISTING HSA
GENERAL INFORMATION
Organization: __________________________________________________________________________________________________________________
Participant:________________________________________________________

SSN:-------------------------------- Account No:-----------------------------------

Residence Address:______________________________________________________________________________________________________________

DEPOSIT INFORMATION

.......

Type of Deposit (Check one):

Amount of this Deposit: $__________________

□ HSA regular contribution (including spousal) for tax year: ________________________________________________________________________
□ Rollover from another HSA or Archer MSA.
□ Transfer from another HSA.

Transfer received from:----------------------------------------------------------------------------------------------------------------------------------------------------------------------------

Investments) Requested:
□ Regular Savings: $_____ ______________ □ Certificate: $_________________ Term_______

Rate________ % Maturity Date:___________

□ Other: $_______________________________ Please specify:________________________________________________________________________
Add to existing investment Account No.:_____________________________________________________

Deposit Date:______________________________________________

Total Deposit Amount: $____________________________________

Deposit accepted by (initials):_______________________________

Authorization —
I authorize and direct the Trustee/Custodian to place this contribution in my HSA. I acknowledge that I am solely responsible for determining my eligibility to make HSA
contributions and that I will not make annual contributions in excess of my maximum allowable amount Ifthis is a rollover contribution, I certify that this deposit is being
made within 60 days of my receipt of the HSA distribution that I am depositing and that this amount is eligible to be rolled over. I understand that contributions to my HSA
will be reported to the Internal Revenue Service.

Participant's Signature:________________________________________________________________________

Reprinted with permisssion.
Control 03114.doc (04/26/04)

Date:_____________________________
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HSA DISTRIBUTION REQUEST
GENERAL INFORMATION
Organization:____________ ____________________________________________ Account Number_______________________________________________________________
Participant: ___ _____ _________________________________________________ SSN:________________________________

Birthdate:____________________________

Residence Address:_______ ___________________________________________________________________________________

Phone: ______________________________

For death distributions, complete the following. Beneficiary's Name:____________________________________________________________________________________

SSN:------------------------------------------------------------------ -- ------

Relationship:______________________________________________ Birthdate:_____________________________

Residence Address:____ _____________________________________________________________________________________

Phone:________________________________

DISTRIBUTION REASON-------------------------------------------------------□
□
□
□
□
□

1.
2.
3.
4.
5.
6.

□ 7.
□ 8.

Distribution used to pay or reimburse for qualified medical expenses (2)
Distribution not used to pay or reimburse for qualified medical expenses and no other exception applies (1)
Distribution after becoming eligible for Medicare (age 65) (7)
Permanent Disability (if you are disabled within the meaning of section 72(m)(7) of the Internal Revenue Code) (3)
Death (If you are a Designated Beneficiary of this account and can furnish a certified copy of the Death Certificate) (4)
Removal of Excess plus earnings before tax filing deadline: Excess amount: $_________ _ ________ Earnings: $_____________________

Earnings on excess contributions are taxed in the year of distribution.
Transfer (including Transfer Incident To Divorce, Legal Separation, or to a Surviving Spouse). Payable to;___________________________________________
Other (specify reason not listed above):________________________________________________________________________________________________________

FINANCIAL INFORMATION
I instruct the Custodian or Trustee to distribute from the above
account Choose either 1 or 2:

□ 1.
□ 2.

The entire account balance.
Partial distribution

Payment Instructions:
□ Issue check to Participant/Beneficiary
□Distribute funds to Account #:________________________
□ In-kind._______ Shares; Name of Security:_________________________
□ Other:__________________________________________________________

Amount Requested

$----------------------------

Administrative Fees (including CD penalty)
□check this box if fees and/or CD penalty

(-)_________________

paid from remaining HSA assets.
Amount Withdrawn (reported to IRS)

Federal Income Tax Withheld
State Income Tax Withheld
Net Amount Paid to Recipient or Transferred
to another Organization.

$_________________

(-)----------------------------(-)_________________

$_________________

METHOD OF PAYMENT --------------------------------------------------------Until I give written instructions to the contrary, I direct the Custodian or Trustee to distribute the amount requested as follows:
1. Date payments) to commenced): ____________________________________
2. Distributions) to be made: □ one time □ monthly □ quarterly □ semi-annually □ annually □ other___________________________________________________
3. Make payments(s) to □ me directly □ account #__________________ □other:____________________________________________________________

SIGNATURES----------------------------------------------------------------I certify that I am the proper party to receive payments) from this HSA, and that all information provided by me is true and accurate. I understand that although HSAs are not
subject to withholding, I am still liable for the payment of Federal income tax on the taxable amount ofany distribution. I understand that any amounts withdrawn that are not
used to pay or reimburse for qualified medical expenses may be subject to income taxes and penalties. I also understand that I may be subject to tax penalties under the
estimated tax payment rules ifmy payments of estimated tax are not adequate. I certify that no tax advice has been given to me by the Custodian or Trustee, that distributions
are reported to the IRS, and that all decisions regarding this withdrawal are my own. The Account Beneficiary is solely responsible for determining the taxability or non
taxability of any distribution from this HSA. I expressly assume the responsibility for any adverse consequences which may arise from this withdrawal and I agree that the
Custodian or Trustee shall in no way be responsible for those consequences.

Participant's or Beneficiary's Signature:

Reprinted with permisssion.
Control 03115.doc (04/26/04)

Date:__________________
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HSA BENEFICIARY DESIGNATION OR CHANGE FORM
GENERAL INFORMATION

Account No.:----------------------

Organization:

SSN: ___________________________________

Birthdate: __________________________________

Address:____________________________________________________________________________________________________________

Phone No:__________________________________

Participant:______________________________________________________________

DESIGNATION OF BENEFICIARY(IES)
I hereby revoke any prior beneficiary designation made by me and designate the individuals named below as my Primary and Contingent Beneficiaries of this HSA. If the

Primary or Contingent Beneficiary box is not checked for a beneficiary, the beneficiary will be deemed to be a Primary Beneficiary.

In the event ofmy death, the balance in the account shall be paid to the Primary Beneficiaries who survive me in equal shares (or in the specified shares, if indicated). Ifnone
of the Primary Beneficiaries survive me, the balance in the account shall be paid to the Contingent Beneficiaries who survive me in equal shares (or in the specified shares, if

indicated). If any Primary or Contingent Beneficiary does not survive me, such beneficiary's interest and the interest of such beneficiary's heirs shall terminate completely, and

the share for any remaining Primary or Contingent Beneficiary shall be increased on a pro rata basis.

Primary

□
Primary

□
Primary

□
Primary

□
Primary
□

Name:_________________________________________________________ SSN:__________________________ Birthdate:--------------------------------------

Contingent

□

Relationship:

Address:

Share:__________ %

Name:_________________________________________________________ SSN:__________________________ Birthdate: ___________

Contingent

□

Address:_______________________________________________________ Relationship:

Share:__________ %

Contingent

Name:_________________________________________________________ SSN:__________________________ Birthdate:______________________

□

Address:_______________________________________________________ Relationship:________________________________ Share:___________ %

Contingent

Name:_________________________________________________________ SSN:__________________________ Birthdate:______________________

□

Address:_______________________________________________________ Relationship:________________________________ Share:___________ %

Contingent

Name:_________________________________________________________ SSN:__________________________ Birthdate:______________________

□

Address:________________________________________________________ Relationship:______________________________ Share:___________ %

If I named a Beneficiary which is a Trust, I understand I must complete the Trust Beneficiary Certification Form.

PARTICIPANT'S SIGNATURE

. ... —.......

.......................

.........................

I understand that I may change or add beneficiaries at any time by completing and delivering the proper form to the Custodian or Trustee.

Signature of Participant:--------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

CONSENT OF SPOUSE

Date: --------------------------------------------

..... ...........................................................

........ .........

I consent to the above Beneficiary Designation.

Signature of Spouse: ____________________ _____________________________________________________________________________________
(Note:

Date: __________________________

Consent ofthe Participant's Spouse may be required in a community property or marital property state to effectively designate a beneficiary
other than or in addition to the Participant's Spouse.)

Disclaimer For Community and Marital Property States:

The Participant's Spouse may have a property interest in the account and the right to dispose of the interest by
will. Therefore, the Trustee or Custodian disclaims any warranty as to the effectiveness ofthe Participant's beneficiary designation or as to the ownership of the account after

the death of the Participant's Spouse. For additional information, please consult your legal advisor.

ACCEPTANCE

...............

....... —.........

... ■■■..... . ........

The Custodian/Trustee acknowledges and accepts receipt of this HSA Beneficiary Designation or Change Form.

Authorized Signature Of Custodian/Trustee:---------------------------------------------------------------------------------------------------------------------------- Date Accepted:_____________________________

Reprinted with permission.
Control 03111 .doc (04/26/04)
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HSA TRUST BENEFICIARY CERTIFICATION FORM
GENERAL INFORMATION —.. ..................................................................................................................................................
Organization:_________ _ _________________________________________________________ Account No:__________________

Participant:.

SSN:.

If the Account Owner is deceased, the following must be completed:

Name of Trustee(s) of Trust:________________________________________________________ Trust EIN:_____________________
Date of Death:---------------------------

TRUST BENEFICIARY(IES)

I certify that I am either the Participant or the Trustee of the Trust and I have either:
□
□

provided the Trustee/Custodian with a copy of the Trust; or
listed below the beneficiary(ies) of the Trust.

Primary Contingent

□

□

Name:.

SSN:__________________________ Birthdate:________________________

Address:

Relationship: ____________________________

Share:___________ %

Conditions on entitlement:

Primary Contingent

□

□

Name:

SSN:__________________________ Birthdate:________________________

Address:

Relationship: ____________________________

Share:___________ %

Conditions on entitlement _____________________________________________________________________________________________________ __
Primary Contingent

□

□

Name:_________________________________________________________

SSN:__________________________ Birthdate:________________________

Address:

Relationship: ____________________________

Share:___________ %

Conditions on entitlement: _________________________________________________________________________________________________________

SIGNATURES

.........

...........................

I understand if the Trust instrument is amended at any time in the future I must, within a reasonable time, provide a copy of such
amendment or a corrected certification form to the Trustee/Custodian. I also agree to provide a copy of the trust instrument to the
Trustee/Custodian upon demand; and upon the death of the Participant, provide a final list of all beneficiary(ies) or an actual copy of the
Trust no later than October 31st of the year following the year of the participant's death.
Signature:

Signature of:
(check one)

Date:---------------

□ Participant

ACCEPTANCE

□ Trustee of Trust

....

..........................................

The Trustee/Custodian acknowledges and accepts receipt of this Trust Beneficiary Certification Form.

Signature: ------------------------------------------------------------------------------------------------------------------- Date Accepted:---------------------

Reprinted with permission

Control 03126.doc (04/26/04)
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HSA ROLLOVER CONTRIBUTION DOCUMENTATION
HSA PARTICIPANT INFORMATION
Participant's Name:___________________________________________________________________________________________________

Account No:___________________________

Residence Address:_____________________________________________________________________________________________________________________________________________
SSN:______________________Birthdate:_______________________

Form of Rollover/Direct Rollover:

Home Phone#: _______________________________ Bus. Phone#:_____________________________________

□ In Cash $__________________________________________ □ In Kind (Specify): _____________________________________________

ROLLOVER FROM ANOTHER HSA OR AN ARCHER MSA .... ............................................. ..............................

.................. .

□

I certify that the following statements are true and correct.

1.

This rollover contribution is being made within 60 days after my receipt of funds from another HSA or an Archer MSA, in which I was either the participant or

2.

During the 12-month period prior to my receipt of the distribution being rolled over, I have not received a distribution from the same HSA which was subsequently

surviving spouse beneficiary.

rolled over to another HSA, and the distribution being rolled over has not been part of a distribution from another HSA that was subsequently rolled over.

SIGNATURE OF HSA PARTICIPANT

...............

......... . ....

The undersigned hereby irrevocably elects to treat this contribution as a rollover contribution. I understand that this will not be a valid HSA rollover unless the statements above

are true and correct. I understand that rollover contributions are reported to the IRS. I hereby release the Trustee/Custodian from any claim for damages on account ofthe failure

of this transaction to qualify as a valid rollover.

Date:____________________________________________ Signature of Participant:________________________________________________________________________________________

Reprinted with permission.
Control 03113.doc (04/26/04)
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HSA TO HSA TRANSFER DOCUMENTATION
"

GENERAL INFORMATION

■■

..........

Present Custodian or Trustee:______________________________________________________________________________________________________________________________
Participant:__________________ _______________________________________________________SSN:_______________________ Account No:___________________________

Residence Address:

___________________________________________________________________________________ _

Phone:________________________________

TRANSFER INSTRUCTIONS
Directly transfer all or part of my present HSA with your organization in the manner indicated below.

1. Please make a check payable as follows:
___ __ ________________________________________________________________________________________ , as the □ Custodian

□ Trustee

Name of Accepting Organization
for_______________________________________________________________________________________________________________ HSA
Participant's Name and Account Number
2. Transfer the assets in the manner prescribed below:
Asset
Description

Quantity
In HSA

Quantity To
Be Transferred

Liquidate
Immediately

Transfer
At Maturity

Transfer
In Kind

□

□

□

□

□

□

This transfer will (Check one) □ completely □ partially close my HSA. I am aware that penalties may be incurred if time deposits are liquidated prior to their maturity date.

3.

Delivery instructions - Mail check to:

4.

If DTC eligible, DTC #:____________________

SIGNATURES
The transfer amount □ should □ should not be placed in a separate HSA. New HSA Account:___________________________________________________________________

Participant's Signature:

__________________________________________________________________________________________

Date:____________________________________

Accepting Organization -

Our organization agrees to serve as the new Custodian or Trustee for the HSA account of the above-named individual, and as Custodian or
Trustee, we agree to accept the assets being transferred.
New Custodian or Trustee:______________________________________________________________________ —___ __ ____________________ EIN #:____________________________

Address:

----------

----------------------------

Authorized Signature for Accepting Organization:_________________________________________________________________ ______ _—— Date:--------------------------------- -------- —

Reprinted with permission.
Control 03112.doc (04/26/04)
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IRS Forms

The following IRS forms are reproduced in this section:

•

Form 1099-SA, Distributions From an HSA, Archer MSA, or Medcare
Advantage MSA

•

Form 5329, Additional Taxes on Qualified Plans (Including IRAs) and
Other Tax-Favored Accounts

•

Form 5330, Return of Excise Taxes Related to Employee Benefit Plans

•

Form 5498-SA

•

Form 8889, Health Savings Accounts (HSAs)

•

Form W-2
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□ CORRECTED (if checked)
TRUSTEE’S/PAYER'S name, street address, city, state, and ZIP code

OMB No. 1545-1517

2005
Form

PAYER'S Federal identification number

RECIPIENTS identification number

1

Gross distribution

$

RECIPIENTS name

3

1099-SA

Distributions
From an HSA,
Archer MSA, or
Medicare Advantage
MSA

2 Earnings on excess cont.
$

Distribution code

4 FMV on date of death

Copy B
For
Recipient

City, state, and ZIP code

MSA□ MAMSA□ 5

$

Street address (including apt. no.)

HSA □ Archer

216

This information
is being furnished
to the Internal
Revenue Service.

Account number (see instructions)

Form

1099-SA

(keep for your records)

Department of the Treasury - Internal Revenue Service

AppendixF: IRS Forms

Instructions for Recipient
Distributions from a health savings account (HSA), Archer MSA, or Medicare
Advantage (MA) MSA are reported to you on Form 1099-SA, File Form 8853,
Archer MSAs and Long-Term Care Insurance Contracts, or Form 8889, Health
Savings Accounts (HSAs), with your Form 1040 to report a distribution from
these accounts even if the distribution is not taxable. The payer is not required
to compute the taxable amount of any distribution.

An HSA or Archer MSA distribution is not taxable if you used it to pay
qualified medical expenses of the account holder and family or you rolled it
over. An HSA may be rolled over to another HSA; an Archer MSA may be
rolled over to another Archer MSA or an HSA. An MA MSA is not taxable if
you used it to pay qualified medical expenses of the account holder only. If
you did not use the distribution from an HSA, Archer MSA, or MA MSA to pay
for qualified medical expenses, or in the case of an HSA or Archer MSA, you
did not roll it over, you must include the distribution in your income (see Form
8889 or Form 8853). Also, you may owe a penalty.
For more information, see the separate instructions for Form 8853 and Form
8889. Also see Pub. 969, Health Savings Accounts and Other Tax-Favored
Health Plans.
Spouse beneficiary. If you inherited an Archer MSA or MA MSA because of
the death of your spouse, special rules apply. See Instructions for Form 8853.
If you inherited an HSA because of the death of your spouse, see the
Instructions for Form 8889.

Estate beneficiary. If the HSA, Archer MSA, or MA MSA account holder dies
and the estate is the beneficiary, the fair market value (FMV) of the account on
the date of death is includible in the account holder's gross income. Report
the amount on the account holder's final income tax return.
Nonspouse beneficiary. If you inherited the HSA, Archer MSA, or MA MSA from
someone who was not your spouse, you must report as income on your tax

return the FMV of the account as of the date of death. Report the FMV on your
tax return for the year the account owner died even if you received the
distribution from the account in a later year. See the Instructions for Form
8853 or Form 8889. Any earnings on the account after the date of death (box
1 minus box 4 of Form 1099-SA) are taxable. In the case of an HSA, the
amount included on your tax return (other than an estate) is first reduced by
any payments from the HSA made for the decedent’s qualified medical
expenses incurred before the decedent's death and paid within one year after
the date of death.
Account number. May show an account or other unique number the payer
assigned to distinguish your account.
Box 1. Shows the amount received this year. The amount may have been a
direct payment to the medical service provider or distributed to you.

Box 2. Shows the earnings on any excess contributions you withdrew from an
HSA or Archer MSA by the due date of your income tax return. If you withdrew
the excess, plus any earnings, by the due date of your income tax return, you
must include the earnings in your income in the year you received the
distribution even if you used it to pay qualified medical expenses. This amount
is included in box 1. For an HSA, an excise tax of 6% for each taxable year is
imposed on you for excess individual and employer contributions that remain
in the account. See Form 5329.
Box 3. These codes identify the distribution you received: 1—Normal
distribution; 2—Excess contributions; 3—Disability; 4—Death distribution other
than code 6; 5—Prohibited transaction; 6—Death distribution after year of
death to a nonspouse beneficiary.
Box 4. If the account holder died, shows the FMV of foe account on foe date
of death.
Box 5. Shows the type of account that is reported on this Form 1099-SA.
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Instructions for Trustees/Payers
General and specific form instructions are provided as
separate products. The products you should use to
complete Form 1099-SA are the 2005 General
Instructions for Forms 1099, 1098, 5498, and W-2G
and the 2005 Instructions for Forms 1099-SA and
5498-SA. A chart in the general instructions gives a
quick guide to which form must be filed to report a
particular payment. To order these instructions and
additional forms, call 1-800-TAX-FORM
(1-800-829-3676).

Caution: Because paper forms are scanned during
processing, you cannot file Forms 1096, 1098, 1099, or
5498 that you download and print from the IRS
website.

Due dates. Furnish Copy B of this form to the

recipient by January 31, 2006.
File Copy A of this form with the IRS by
February 28, 2006. If you file electronically, the due
date is March 31, 2006.
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Form 5329

Additional Taxes on Qualified Plans
(Including IRAs) and Other Tax-Favored Accounts

OMB No. 1545-0203

2005

► Attach to Form 1040.
Department of the Treasury
Internal Revenue Service
(99)

Attachment
Sequence No.

► See separate instructions.

Fill in Your Address Only
If You Are Filing This
Form by Itself and Not
With Your Tax Return

29

Your social security number

Name of individual subject to additional tax. If married filing jointly, see instructions.

Home address (number and street), or P.O. box if mail is not delivered to your home

Apt. no.
--------------------

City, town or post office, state, and ZIP code

If this is an amended
return, check here ►

If you only owe the additional 10% tax on early distributions, you may be able to report this tax directly
on Form 1040, line 60, without filing Form 5329. See the instructions on Form 1040, line 60._______________________
Part I

Additional Tax on Early Distributions
Complete this part if you took a taxable distribution, before you reached age 59 1/2, from a qualified retirement plan (including
an IRA) or modified endowment contract (unless you are reporting this tax directly on Form 1040—see above). You may also
have to complete this part to indicate that you qualify for an exception to the additional tax on early distributions or for certain
Roth IRA distributions (see instructions).

1
2
3
4

Early distributions included in income. For Roth IRA distributions, see instructions.............................

Early distributions included
line 1 that are not subject to the additional tax (see instructions).
Enter the appropriate exception number from the instructions ___________........................................
Amount subject to additional tax. Subtract
line 2 from line 1...............................................................
Additional tax. Enter 10% (.10) of line. Include this amount on Form 1040, line 60 ....

1

2
3
4

Caution: If any part of the an^h^n
distribution from a SIMPLE IRA, you may have
to include 25% of that amount on line 4 instead of 10% (see instructions).
Part II

Additional Tax on

Distributions From Education Accounts

Complete this part if you included an amount in income, on Form 1040, line 21, from a Coverdell education savings

account (ESA) or a qualified tuition program (QTP).

5
6
7
8

Distributions included in income from Coverdell ESAs and QTPs

....................................................

Distributions included on line 5 that are not subject to the additional tax (see instructions) . .
Amount subject to additional tax. Subtract line 6 from line 5...............................................................
Additional tax. Enter 10% (.10) of line 7. Include this amount on Form 1040, line 60 . . . .

Part ill

5
6
7
8

Additional Tax on Excess Contributions to Traditional IRAs
Complete this part if you contributed more to your traditional IRAs for 2005 than is allowable or you had an amount
on line 17 of your 2004 Form 5329.

9

Enter your excess contributions from line 16 of your 2004 Form 5329 (see instructions). If zero,
go to line 15...........................................................................................................................................................

10

If your traditional IRA contributions for 2005 are less than your
maximum allowable contribution, see instructions. Otherwise, enter-0-

11
12
13
14
15
16
17

2005 traditional IRA distributions included in income (see instructions)
2005 distributions of prior year excess contributions (see instructions)

10
11
12

Add lines 10, 11, and 12.................................................................................
Prior year excess contributions. Subtract line 13 from line 9. If zero or less, enter -0- .

.

.

.

Excess contributions for 2005 (see instructions)......................................................................................
Total excess contributions. Add lines 14 and 15......................................................................................
Additional tax. Enter 6% (.06) of the smaller of line 16 or the value of your traditional IRAs on December
31, 2005 (including 2005 contributions made in 2006). Include this amount on Form 1040, line 60 . . .

Part IV

9

13
14
15
16

17

Additional Tax on Excess Contributions to Roth IRAs
Complete this part if you contributed more to your Roth IRAs for 2005 than is allowable or you had an amount on line
25 of your 2004 Form 5329.

18
19

20
21
22
23
24
25

Enter your excess contributions from line 24 of your 2004 Form 5329 (see instructions). If zero, go to line 23

If your Roth IRA contributions for 2005 are less than your maximum
allowable contribution, see instructions. Otherwise, enter -0- . . .

18

_19___________________

2005 distributions from your Roth IRAs (see instructions) ....
20
__________________
Add lines 19 and 20..........................................................................................................................................
Prior year excess contributions. Subtract line 21 from line 18. If zero or less, enter -0- . . .
Total excess contributions. Add lines 22 and 23......................................................................................

21
22
23
24

Additional tax. Enter 6% (.06) of the smaller of line 24 or the value of your Roth IRAs on December 31,
2005 (including 2005 contributions made in 2006). Include this amount on Form 1040, line 60 . . . .

25

Excess contributions for 2005 (see instructions)......................................................................................

For Paperwork Reduction Act Notice, see page 5 of the instructions.

Cat. No. 13329Q

Form

5329

(2005)
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Form 5329 (2005)

Part V

Page

2

Additional Tax on Excess Contributions to Coverdell ESAs
Complete this part if the contributions to your Coverdell ESAs for 2005 were more than is allowable or you had an
amount on line 33 of your 2004 Form 5329.

26

27

28
29
30
31
32
33

Enter the excess contributions from line 32 of your 2004 Form 5329 (see instructions). If zero,
go to line 31.......................................................................................................................................................
If the contributions to your Coverdell ESAs for 2005 were less than the
maximum allowable contribution, see instructions. Otherwise, enter -02005 distributions from your Coverdell ESAs (see instructions)
. .

26

27
__________
28_________

29
30
31
32

Add lines 27 and 28............................................................................................... ............................................
Prior year excess contributions. Subtract line 29 from line 26^ zero or less, enter -0- , . .

Excess contributions for 2005 (see instructions)

.

....................... ...

.

Total excess contributions. Add lines 30 and 31 . .
..................... ....
Additional tax. Enter 6% (.06) of the smaller of line 32 or the value of your Coverdell ESAs on
December 31, 2005 (including 2005 contributions made in 2006). Include this amount on Form

33

1040, line 60.......................................................................................................................................................

Part VI

Additional Tax on Excess Contributions to Archer MSAs

Complete this part if you or your employer contributed more to your Archer MSAs for 2005 than is allowable or you
had an amount on line 4 of your 2004 Form 5329.

34

Enter the excess contributions from line 40 of your 2004 Form 5329 (see instructions). If zero,

35

go to line 39 . . .. . . . . . . . . . . . .............................
If the contributions to your Archer MSAs are less than the
maximum allowable contribution, see instructions. Otherwise, enter -0-

36
37
38
39
40
41

2005 distributions from your

MSAsfrom Form 8853, line 10.

34
35_______________
36_______________
37
38
39
40

Add lines 35 and 36............................ .............................................................

Prior year excess contributions. Subtract line 37 from line 34. If zero or less, enter -0-

.

.

.

Excess contributions for 2005 (see instructions)....................................................................................
Total excess contributions. Add lines 38 and 39....................................................................................
Additional tax. Enter 6% (.06) of the smaller of line 40 or the value of your Archer MSAs on
December 31, 2005 (including 2005 contributions made in 2006). Include this amount on Form
1040, line 60.......................................................................................................................................................

Part VII

41

Additional Tax on Excess Contributions to Health Savings Accounts (HSAs)
Complete this part if you, someone on your behalf, or your employer contributed more to your
HSAs for 2005 than is allowable or you had an amount on line 43 of your 2004 Form 5329.

42
43

Enter the excess contributions from line 42 of your 2004 Form 5329. If zero, go to line 47

44
45
46
47
48
49

2005 distributions from your HSAs from Form 8889, line 14
. .
Add lines 43 and 44
...................................................................

If the contributions to your HSAs for 2005 are less than the maximum
allowable contribution, see instructions. Otherwise, enter -0-

.

.

.

.

42

43
44

Prior year excess contributions. Subtract line 45 from line 42. If zero or less, enter -0-

.

45
46
47
48

Excess contributions for 2005 (see instructions)....................................................................................
Total excess contributions. Add lines 46 and 47....................................................................................

Additional tax. Enter 6% (.06) of the smaller of line 48 or the value of your HSAs on December 31, 2005

(including 2005 contributions made in 2006). Include this amount on Form 1040, line 60............................
49
Part VIII Additional Tax on Excess Accumulation in Qualified Retirement Plans (Including RAs)
Complete this part if you did not receive the minimum required distribution from your qualified retirement plan.

50
51
52
53

50
51
52
53

Minimum required distribution for 2005 (see instructions)..................................................
Amount actually distributed to you in 2005 ..............................................................................
Subtract line 51 from line 50. If zero or less, enter -0-........................................................
Additional tax. Enter 50% (.50) of line 52. Include this amount on Form 1040, line 60

Signature. Complete only if you are filing this form by itself and not with your tax return.

Please
Sign
Here

Paid
Preparer’s
Use Only

Under penalties of perjury, I declare that I have examined this form, including accompanying schedules and statements, and to the best of my knowledge
and belief, it is true, correct, and complete. Declaration of preparer (other than taxpayer) is based on all information of which preparer has any knowledge.

Your signature
Preparer’s
signature

Date

Date

Firm’s name (or yours
if self-employed),
address, and ZIP code

Preparer’s SSN or PTIN

Check if selfemployed
□
EIN________

Phone no.

Printed on recycled paper

(

Form

5329

(2005)
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Return of Excise Taxes
Related to Employee Benefit Plans

5330

Form
(Rev. August 2004)

Department of the Treasury
Internal Revenue Service

Filer tax year beginning
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OMB No. 1545-0575

(Under sections 4971, 4972, 4973(a)(3), 4975, 4976, 4977, 4978, 4978A,
4979, 4979A, 4980, and 4980F of the Internal Revenue Code)
and ending

A Name of filer (see page 2 of the instructions)

B Filer's identifying number—EIN or

SSN (see instructions)

Number, street, and room or suite no. (If a P.O. box, see page 2 of the instructions)
City or town, state, and ZIP code

E Plan sponsor’s EIN

C Name and address of plan sponsor

F Plan year ending

D Name of plan

G Plan number

H Check here if this is an amended return

Part I

FOR
IRS
USE
ONLY

Summary of Taxes Due

161

1

Section 4973(a)(3) tax on excess contributions to section 403(b)(7)(A) custodial accounts (from line 24)

164

2

Section 4976 tax on disqualified benefits for funded welfare plans (see instructions)

200

3

Section 4978 and 4978A tax on certain ESOP dispositions (see instructions)....
□ Sec. 664(g) □ Sec. 1042 □ Sec. 4978A

209

4a
4b

Section 4979A tax on certain prohibited allocations of qualified ESOP securities (see instructions)

203

5

159

6a
6b

1

Section 4972 tax on nondeductible contributions to qualified plans (from line 141) .

2
3

.

b The tax on line 4a is a result of the application of:

5

6a Section 4975(a) tax on prohibited transactions (from line 25c).............................
b Section 4975(b) tax on failure to correct prohibited transactions (see Part IV instructions)

224

7a Section 4971(a) tax on failure to meet minimum funding standards (see instructions) .
b Section 4971(b) tax on failure to correct minimum funding standards (see Part VI instructions) . .

225

7a
7b

8

Section 4977 tax on excess fringe benefits (from line 30d) .

201

8

9

Section 4979 tax on excess contributions to certain plans (see instructions) .

205

9

204

10

163

.

.

10

Section 4980 tax on reversion of qualified plan assets to an employer (from line 34)

11

Section 4980F tax on failure to provide notice of significant reduction in future accruals (from line 41)

228

11

12a
b
13a
b
c

Section 4971 (f)(1) tax on failure to pay liquidity shortfall (from line 45).............................

226

Section 4971 (f)(2) additional tax on failure to correct liquidity shortfall (see Part XI instructions)

227

12a
12b
13a
13b

.

Total tax. Add lines 1 through 12b (see page 4 of the instructions)...................................
Enter amount of tax paid with Form 5558 or any other tax paid prior to filing this return.

Total tax due. Subtract line 13b from line 13a. Attach check or money order payable to
“United States Treasury.” Write your name, identifying number, and
Sections)” on your payment....................................................

Sign
Here

5330,

13c

Under penalties of perjury, I declare that I have examined this return, including accompanying schedules and statements, and to the best of my knowledge
and belief, it is true, correct, and complete. Declaration of preparer (other than taxpayer) is based on all information of which preparer has any knowledge.

Your signature

Paid
Preparer’s
Use Only

Form

(
)
Telephone number

Preparer’s
signature

bate
Date

Firm's name (or yours
if self-employed) and
address

For Privacy Act and Paperwork Reduction Act Notice, see page 9 of the instructions.

Cat No. 11870M

Form

5330

(Rev. 8-2004)
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□ CORRECTED (if checked)
TRUSTEE’S name, street address, city, state, and ZIP code

1 Employee or self-employed person's
Archer MSA contributions made in
2005 and 2006 for 2005
$

OMB No. 1545-1518

2005

2 Total contributions made
in 2005

Form5498-SA

$
TRUSTEE’S Federal identification number

PARTICIPANT’S social security number

HSA, Archer MSA, or
Medicare Advantage
MSA Information

ntributions made in 2006 for 2005
3 Total HSA or Archer MSA cont
$

PARTICIPANT’S name

Copy B

4 Rollover contributions

5 Fair market value of HSA
Archer MSA or MA MSA

$

$

6 HSA

Street address (including apt no.)

Archer
MSA

City, state, and ZIP code

5498-SA

□
□

MA
□
MSA

Account number (see instructions)

Form

□

(keep for your records)

For
Participant
The information
in boxes 1 through
6 is being
furnished to the
Internal Revenue
Service.

Department of the Treasury - Internal Revenue Service
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Instructions to Participant
This information is submitted to the Internal Revenue Service by the
trustee of your health savings account (HSA), Archer MSA, or Medicare
Advantage MSA (MA MSA).
Generally, contributions you make to your HSA or Archer MSA are
deductible. However, employer contributions to your HSA are not
deductible. If your employer makes a contribution to one of your Archer
MSAs, you cannot contribute to any Archer MSA for that year. If you
made a contribution to your Archer MSA when your employer has
contributed, you cannot deduct your contribution, and you will have an
excess contribution. If your spouse’s employer makes a contribution to
your spouse’s Archer MSA, you cannot make a contribution to your
Archer MSA if your spouse is covered under a high deductible health
plan that also covers you.
Contributions that the Social Security Administration makes to your MA
MSA are not includible in your gross income nor are they deductible.
Neither you nor your employer can make contributions to your MA MSA.
See Form 8853, Archer MSAs and Long-Term Care Insurance Contracts,
and its instructions or Form 8889, Health Savings Accounts (HSAs) and Its
instructions. Any employer contributions made to an Archer MSA are shown
on your Form W-2 in Box 12 (code R); employer contributions made to
HSAs are shown in Box 12 (code W).
For more information, see Pub. 969, Health Savings Accounts and Other
Tax-Favored Health Plans.
Account number. May show an account or other unique number the
payer assigned to distinguish your account.

Box 1. Shows employee or self-employed person’s Archer MSA
contributions made to your Archer MSA in 2005 and through April 17,
2006, for 2005. You may be able to deduct this amount on your 2005
Form 1040. See the Form 1040 instructions.
Note. The information in boxes 2 and 3 is provided by the trustee for IRS
use only.
Box 2. Shows the total employer and employee/self-employed
contributions made in 2005 to your HSA or Archer MSA. The trustee of
your MA MSA is not required to, but may, show contributions to your MA
MSA.
Box 3. Shows the total HSA or Archer MSA contributions made in 2006
for 2005.
Box 4. Shows any rollover contribution you made to this Archer MSA in
2005 after a distribution from another Archer MSA or shows any rollover
to this HSA from another HSA or Archer MSA. See Form 8853 or Form
8889 and their instructions for information about how to report
distributions and rollovers. This amount is not Included in box 1, 2, or 3.
Box 5. Shows the fair market value of your HSA, Archer MSA, or MA
MSA at the end of 2005.
Box 6. Shows the type of account that is reported on this Form 5498-SA.
Other information. The trustee of your HSA, Archer MSA, or MA MSA
may provide other information about your account on this form.
Note. Do not attach Form 5498-SA to your income tax return. Instead,
keep it for your records.
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Instructions for Trustees
General and specific form instructions are
provided as separate products. The products
you should use to complete Form 5498-SA
are the 2005 General Instructions for Forms
1099, 1098, 5498, and W-2G, and the 2005
Instructions for Forms 1099-SA and 5498-SA.
A chart in the general instructions gives a
quick guide to which form must be filed to
report a particular payment. To order these
instructions and additional forms, call
1-800-TAX-FORM (1-800-829-3676).

Caution: Because paper forms are scanned
during processing, you cannot file Forms
1096, 1098, 1099, or 5498 that you download
and print from the IRS website.
Due dates. Furnish Copy B of this form to
the participant by May 31, 2006.
File Copy A of this form with the IRS by
May 31, 2006.
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Department of the Treasury
Internal Revenue Service
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QMS No. 1545-1911

Health Savings Accounts (HSAs)

Name(s) shown on Form 1040

2004

Attachment
Sequence No.

► See separate instructions.

► Attach to Form 1040.

138

Social security number of HSA
beneficiary. If both spouses have
HSAs, see page 2 of the instructions ►

Before you begin: Complete Form 8853, Archer MSAs and Long-Term Care Insurance Contracts, if required.
Part I

HSA Contributions and Deduction. See page 2 of the instructions before completing this part. If you are
filing jointly and both you and your spouse each have separate HSAs, complete a separate Part I for each
spouse (see page 2 of the instructions).

1

Check the box to indicate your coverage under a high-deductible
health plan during 2004 (see page 2 of the instructions). . . ►

2

HSA contributions you made for 2004 (or those made on your behalf), including those made
from January 1, 2005, through April 15, 2005, that were for 2004. Do not include employer
contributions or rollovers (see page 2 of the instructions)......................................................................

3

If you were under age 55 at the end of 2004, and on the first day of every month during 2004, you
were an eligible individual with the same annual deductible and coverage, enter the smaller of:
• Your annual deductible (see page 3 of the instructions), or

□ Self-only

□ Family

2

• $2,600 ($5,150 for family coverage).
All others, enter the limit from the worksheet on page 3 of the instructions...................................

3

4

Enter the amount you and your employer contributed to your Archer MSAs for 2004 from Form
8853, lines 3 and 4. If you or your spouse had family coverage under a high-deductible health
plan at any time during 2004, also include any amount contributed to your spouse’s Archer MSAs

5

Subtract line 4 from line 3. If zero or less, enter -0-.................................................................................

4
5

6

If you and your spouse each have separate HSAs and had family coverage under a
high-deductible health plan at any time during 2004, see the instructions on page 4 for the amount
to enter. All others, enter the amount from line 5.......................................................................................

6

7

if you were age 55 or older at the end of 2004, married, and you or your spouse had family
coverage under a high-deductible health plan at any time during 2004, enter the additional
contribution amount from the worksheet on page 4 of the instructions...............................................

8
9
10
11

Add lines 6 and 7.................................................................................................................................................
Employer contributions made to your HSAs for 2004 .................................................................................

Subtract line 9 from line 8. If zero or less, enter -0-.................................................................................

HSA deduction. Enter the smaller of line 2 or line 10 here and on Form 1040, line 28 . . .
Caution: If line 2 is more than line 11, you may have to pay an additional tax (see page 4 of the
instructions).

Part II

7
8
9
10
11

HSA Distributions. If you are filing jointly and both you and your spouse each have separate HSAs,
complete a separate Part ll for each spouse.

12a Total distributions you received in 2004 from all HSAs (see page 5 of the instructions)

.

.

.

12a

b Distributions included on line 12a that you rolled over to another HSA. Also include any excess
contributions (and the earnings on those excess contributions) included on line 12a that were
withdrawn by the due date of your return (see page 5 of the instructions)...................................

c Subtract line 12b from line 12a..........................................................................................................................
13 Unreimbursed qualified medical expenses (see page 5 of the instructions)
.......

14

12b
12c
13

Taxable HSA distributions. Subtract line 13 from line 12c. If zero or less, enter -0-. Also, include
this amount in the total on Form 1040, line 21. On the dotted line next to line 21, enter “HSA”
and the amount.......................................................................................................................... .....

14

15a If any of the distributions included on line 14 meet any of the Exceptions to the Additional
10% Tax (see page 5 of the instructions), check here..................................................... ► □
b Additional 10% tax (see page 5 of the instructions). Enter 10% (.10) of the distributions included
on line 14 that are subject to the additional 10% tax. Also include this amount in the total on
Form 1040, line 62. On the dotted line next to line 62, enter "HSA" and the amount ....

For Paperwork Reduction Act Notice, see page 5 of the instructions.

Cat. No. 37621P

15b
Form 8889(2004)
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Safe, accurate,

a Control number

Visit the IRS website
at www.irs.gov/efile.

OMB No. 1545-0008
b Employer identification number (EIN)

1

Wages, tips, other compensation

2

Federal income tax withheld

c Employer’s name, address, and ZIP code

3

Social security wages

4

Social security tax withheld

5

Medicare wages and tips

6

Medicare tax withheld

7

Social security tips

8

Allocated tips

9

Advance ElC payment

10

Nonqualified plans

12a See instructions for box 12

d Employee’s social security number

e Employee’s first name and initial

Last name

11

13 Statutory

Third-Party

plan

sick pay

□

□

14

f

Retirement

employee

□

Dependent care benefits

12b

Other

Employee’s address and ZIP code

15 State

Employer’s state ID number

W-2

16 State wages, tips, etc.

Wage and Tax
Statement

Copy B—To Be Filed With Employee’s FEDERAL Tax Return.
This information is being furnished to the Internal Revenue Service.

17 State income tax

2005

18 Local wages, tips, etc.

19 Local income tax

20 Locality name

Department of the Treasury—Internal Revenue Service
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Notice to Employee

Clergy and religious workers. If you are not subject to

Refund. Even if you do not have to file a tax return, you

social security and Medicare taxes, see Publication 517,
Social Security and Other Information for Members of the
Clergy and Religious Workers.

should file to get a refund if box 2 shows federal income tax
withheld or if you can take the earned income credit.

Earned income credit (EIC). You must file a tax return if
any amount is shown in box 9.

You may be able to take the EIC for 2005 if: (a) you do not
have a qualifying child and you earned less than $11,750
($13,750 if married filing jointly), (b) you have one qualifying
child and you earned less than $31,030 ($33,030 if married
filing jointly), or (c) you have more than one qualifying child
and you earned less than $35,263 ($37,263 if married filing
jointly). You and any qualifying children must have valid
social security numbers (SSNs). You cannot take the EIC if
your investment income is more than $2,700. Any EIC that

is more than your tax liability is refunded to you, but only
if you file a tax return. If you have at least one qualifying
child, you may get as much as $1,597 of the EIC in advance
by completing Form W-5, Earned Income Credit Advance
Payment Certificate, and giving it to your employer.
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Corrections. If your name, SSN, or address is incorrect,
correct Copies B, C, and 2 and ask your employer to correct
your employment record. Be sure to ask the employer to file
Form W-2c, Corrected Wage and Tax Statement, with the
Social Security Administration (SSA) to correct any name,
SSN, or money amount error reported to the SSA on Form
W-2. If your name and SSN are correct but are not the same
as shown on your social security card, you should ask for a
new card at any SSA office or call 1-800-772-1213.

Credit for excess taxes. If you had more than one
employer in 2005 and more than $5,580.00 in social security
and/or Tier I railroad retirement (RRTA) taxes were withheld,
you may be able to claim a credit for the excess against
your federal income tax. If you had more than one railroad
employer and more than $2,943.60 in Tier II RRTA tax was
withheld, you also may be able to claim a credit. See your
Form 1040 or Form 1040A instructions and Publication 505,
Tax Withholding and Estimated Tax.
(Also see Instructions on back of Copy C.)
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instructions

(Also see Notice to Employee, on back of Copy B.)

Box 1. Enter this amount on the wages line of your tax return.
Box 2. Enter this amount on the federal income tax withheld line of your tax return.
Box 8. This amount is not included in boxes 1, 3, 5, or 7. For information on
how to report tips on your tax return, see your Form 1040 instructions.
Box 9. Enter this amount on the advance earned income credit payments line of
your Form 1040 or Form 1040A.
Box 10. This amount is the total dependent care benefits that your employer
paid to you or Incurred on your behalf (including amounts from a section 125
(cafeteria) plan). Any amount over $5,000 also is included in box 1. You must
complete Schedule 2 (Form 1040A) or Form 2441, Child and Dependent Care
Expenses, to compute any taxable and nontaxable amounts.
Box 11. This amount is: (a) reported in box 1 if it is a distribution made to you
from a nonqualified deferred compensation or nongovernmental section 457(b)
plan or (b) Included in box 3 and/or 5 if it is a prior year deferral under a
nonqualified or section 457(b) plan that became taxable for social security and
Medicare taxes this year because there is no longer a substantial risk of
forfeiture of your right to the deferred amount.
Box 12. The following list explains the codes shown in box 12. You may need
this information to complete your tax return. Elective deferrals (codes D, E, F,
and S) under all plans are generally limited to a total of $14,000 ($17,000 for
section 403(b) plans if you qualify for the 15-year rule explained in Pub. 571).
Deferrals under code G are limited to $14,000. Deferrals under code H are
limited to $7,000. However, if you were at least age 50 in 2005, your employer
may have allowed an additional deferral of up to $4,000 ($2,000 for section
401(k)(11) and 408(p) SIMPLE plans). This additional deferral amount is not
subject to the overall limit on elective deferrals. For code G, the limit on elective
deferrals may be higher for the last three years before you reach retirement age.
Contact your plan administrator for more information. Amounts In excess of the
overall elective deferral limit must be included in income. See the “Wages,
Salaries, Tips, etc." line instructions for Form 1040.
Note. If a year follows code D, E, F, G, H, or S, you made a make-up pension
contribution for a prior years(s) when you were in military service. To figure whether you
made excess deferrals, consider these amounts for the year shown, not the current
year. If no year is shown, the contributions are for the current year.
A—Uncollected social security or RRTA tax on tips. Include this tax on Form
1040. See “Total Tax" in the Form 1040 instructions.

B—Uncollected Medicare tax on tips. Include this tax on Form 1040. See “Total
Tax” in the Form 1040 instructions.
C—Taxable cost of group-term life insurance over $50,000 (included in
boxes 1, 3 (up to social security wage base), and 5)
D—Elective deferrals to a section 401 (k) cash or deferred arrangement. Also
includes deferrals under a SIMPLE retirement account that is part of a section
401 (k) arrangement.

E—Elective deferrals under a section 403(b) salary reduction agreement
F—Elective deferrals under a section 408(k)(6) salary reduction SEP
G—Elective deferrals and employer contributions (including nonelective deferrals)
to a section 457(b) deferred compensation plan
H—Elective deferrals to a section 501(c)(18)(D) tax-exempt organization plan. See
“Adjusted Gross Income" in the Form 1040 instructions for how to deduct.

J—Nontaxable sick pay (information only, not included in boxes 1, 3, or 5)
K—20% excise tax on excess golden parachute payments. See “Total Tax" In
the Form 1040 instructions.
L—Substantiated employee business expense reimbursements (nontaxable)
M—Uncollected social security or RRTA tax on taxable cost of group-term life
insurance over $50,000 (former employees only). See “Total Tax” in the Form
1040 instructions.
N—Uncollected Medicare tax on taxable cost of group-term life insurance over
$50,000 (former employees only). See "Total Tax" in the Form 1040 instructions.

P—Excludable moving expense reimbursements paid directly to employee (not
included in boxes 1, 3, or 5)
Q—Nontaxable combat pay. See the instructions for Form 1040 or Form 1040A
for details on reporting this amount.

R—Employer contributions to your Archer MSA. Report on Form 8853, Archer
MSAs and Long-Term Care Insurance Contracts.
S—Employee salary reduction contributions under a section 408(p) SIMPLE (not
included in box 1)

T—Adoption benefits (not included in box 1). You must complete Form 8839,
Qualified Adoption Expenses, to compute any taxable and nontaxable amounts.
V—Income from exercise of nonstatutory stock option(s) (included in boxes 1, 3
(up to social security wage base), and 5)
W—Employer contributions to your Health Savings Account. Report on
Form 8889, Health Savings Accounts (HSAs).
Y—Deferrals under a section 409A nonqualified deferred compensation plan.

Z—Income under section 409A on a nonqualified deferred compensation plan.
This amount is also included in box 1. It is subject to an additional 20% tax plus
interest. See “Total Tax” in the Form 1040 instructions.
Box 13. If the “Retirement plan" box is checked, special limits may apply to the
amount of traditional IRA contributions that you may deduct.
Note: Keep Copy C of Form W-2 for at least 3 years after the due date for tiling
your income tax return. However, to help protect your social security benefits,
keep Copy C until you begin receiving social security benefits, just in case there is a
question about your work record and/or earnings in a particular year. Review the
information shown on your annual (for workers over 25) Social Security Statement.
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Employers, Please Note—
Specific information needed to complete Form W-2 is given
in a separate booklet titled 2005 Instructions for Forms W-2
and W-3. You can order those instructions and additional
forms by calling 1-800-TAX-FORM (1-800-829-3676). You
can also get forms and instructions from the IRS website at

www.irs.gov.
Caution. Because the SSA processes paper forms by
machine, you cannot file with the SSA Forms W-2 and W-3
that you print from the IRS website. Instead, you can use the
SSA website at www.socialsecurity.gov/employer to create
and file electronically “fill-in” versions of Forms W-2 and
W-3.
Due elates. Furnish Copies B, C, and 2 to the employee
generally by January 31, 2006.
File Copy A with the SSA generally by February 28, 2006.
Send all Copies A with Form W-3, Transmittal of Wage and
Tax Statements. However, if you file electronically (not by
magnetic media), the due date is March 31, 2006.

Privacy Act and Paperwork Reduction Act Notice. We ask
for the information on Forms W-2 and W-3 to carry out the
Internal Revenue laws of the United States. We need it to
figure and collect the right amount of tax. Section 6051 and
its regulations require you to furnish wage and tax
statements to employees and to the Social Security
Administration. Section 6109 requires you to provide your
employer identification number (EIN). If you fail to provide
this information in a timely manner, you may be subject to
penalties.

You are not required to provide the information requested
on a form that is subject to the Paperwork Reduction Act
unless the form displays a valid OMB control number. Books
or records relating to a form or its instructions must be
retained as long as their contents may become material in
the administration of any Internal Revenue law.

Generally, tax returns and return information are
confidential, as required by section 6103. However,
section 6103 allows or requires the Internal Revenue
Service to disclose or give the information shown on your
return to others as described in the Code. For example, we
may disclose your tax information to the Department of
Justice for civil and/or criminal litigation, and to cities,
states, and the District of Columbia for use in administering
their tax laws. We may also disclose this information to
other countries under a tax treaty, to federal and state
agencies to enforce federal nontax criminal laws, or to
federal law enforcement and intelligence agencies to combat
terrorism.

The time needed to complete and file these forms will vary
depending on individual circumstances. The estimated
average times are: Form W-2—30 minutes, and Form
W-3—28 minutes. If you have comments concerning the
accuracy of these time estimates or suggestions for making
these forms simpler, we would be happy to hear from you.
You can write to the Internal Revenue Service, Tax Products
Coordinating Committee, SE:W:CAR:MP:T:T:SP, 1111
Constitution Ave. NW, IR-6406, Washington, DC 20224. Do
not send Forms W-2 and W-3 to this address. Instead, see
Where to file in the Instructions for Forms W-2 and W-3.
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